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OVERSIGHT OF THE SECURITIES INVESTOR 
PROTECTION CORPORATION 


WEDNESDAY, SEPTEMBER 30, 2015 

U.S. Senate, 

Subcommittee on Securities, Insurance, 

AND Investment, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Subcommittee convened at 10:16 a.m., in room 538, Dirksen 
Senate Office Building, Hon. Mike Crapo, Chairman of the Sub- 
committee, presiding. 

OPENING STATEMENT OF SENATOR MIKE CRAPO 

Senator Crapo. This hearing will come to order. 

I, first of all, want to thank my colleague and Ranking Member 
Senator Warner for his help in working together with us on this 
hearing, and also, I would like to thank Senator Vitter for encour- 
aging our Subcommittee to hold an oversight hearing on the Secu- 
rities Investor Protection Corporation, known as SIPC, and also 
thank you. Senator Vitter, for your efforts to help the investors. 

SIPC was created by Congress in 1970 to oversee the liquidation 
of member broker-dealers that close when the broker-dealer is 
bankrupt or in financial trouble and customer assets are missing. 
In recent years, SIPC has been the center of attention because of 
the financial trouble and failure of Lehman Brothers, Bernie 
Madoff Investment Securities, MF Global, and Stanford Investment 
Group. Each event has had a lasting effect on investors, the broad- 
er sanction, and has highlighted the function of the SIPC. 

Today, we continue that discussion with our expert witnesses. 
Specifically, how is SIPC protecting investors? Specifically, how has 
SIPC responded to recent claims and customer protection? And are 
there any specific SIPC reforms that we should consider or that 
SIPC should consider and why? 

I look forward to the testimony of our witnesses today. I think 
that we have got a very strong panel of strong witnesses who un- 
derstand this issue well and will give us strong advice. 

And with that, let me turn it to you. Senator Warner, if you have 
any opening statement. 

STATEMENT OF SENATOR MARK R. WARNER 

Senator Warner. Well, thank you, Mr. Chairman. I want to also 
thank you for holding this hearing and echo what you said about 
Senator Vitter. 


( 1 ) 
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This is an area — we have heard of SIPC. Frankly, unfortunately, 
I think we all kind of heard more about it than we perhaps wanted 
to hear about it and post-Madoff, Stanford, some of the other 
schemes that have taken place, I am curious to learn more about 
the fact that different types of securities, cash, CDs, others, seem 
to have different levels of protection. So, I am anxious to see where 
we might see reforms. 

I do think it is interesting to note that 7 years after the Madoff 
fraud, only 10 percent of investment advisors are examined annu- 
ally. That, to me, raises some questions about if we are going to 
be prophylactic going forward. Rather than simply trying to make 
sure we rectify things after the fact, we do need some ability to be 
more proactive on the front end. 

So, Mr. Chairman, I have got other comments. I will keep those 
in reserve so that we can move to the witnesses and get to the 
questions. Thank you. 

Senator Crapo. Thank you. Senator Warner, and I do under- 
stand, Senator Vitter, that you would like to make an opening 
statement, as well. 

Senator Vitter. If I could, Mr. Chairman. 

Senator Crapo. Certainly. 

STATEMENT OF SENATOR DAVID VITTER 

Senator Vitter. Thank you very much. 

First, I would like to make a few items part of the record by 
unanimous consent. The first is a statement from Richard 
Sheedam, an investor who has filed a lawsuit disputing SIPC’s 
statement of facts with the SEC on the Stanford issue. 

And the second is a statement of Dr. Laurence Kotlikoff, who 
was scheduled to testify at a similar hearing on SIPC oversight be- 
fore this Committee earlier this year, but that was rescheduled, 
and his statement as prepared for delivery. 

Senator Crapo. Without objection. 

Senator Vitter. Thank you. 

Chairman Crapo and Ranking Member Warner, I want to thank 
both of you for holding this important hearing on SIPC oversight 
today. I can tell you, not enough attention is paid in Congress to 
SIPC and Wall Street has noticed. Wall Street basically runs SIPC 
their way, and I believe investors really need to beware. 

I want to take just a minute before we start to underscore an im- 
portant point that Dr. Kotlikoff makes in his testimony when he 
says, quote, “Today, no investor can be confident their assets are 
protected by SIPC as Congress intended when SIPA was enacted,” 
and I think that is the bottom line and that should concern all of 
us. I want to associate myself with those remarks. 

I think it is important for investors to notice, because broker- 
dealers across the country plaster the SIPC logo across their doors 
and their Web sites and all of their literature. Investors are led to 
believe that if the broker-dealer fails, SIPC will be there to help 
them. I can tell you from bitter experience watching the Stanford 
case, trying to help those victims however I can that this is just 
patently false. Congress owes it to investors to act and to change 
this. We need to decide if we are going to restore SIPC to what 
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Congress intended in the 1970s. Otherwise, we just as soon abolish 
it. 

The status quo is a really perverse and rigged system that allows 
Wall Street to suck in innocent investors with these promises that 
someone is looking out for them to ensure that the system is set 
up fairly. But then when push comes to shove, SIPC can easily 
deny those claims for customer protection. Only the lucky few who 
can find their way into a court with the right kind of experience 
in these complex transactions has any hope of relief. Most of the 
victims are forced to return to work with their life savings evapo- 
rated. 

Now, Mr. Harbeck in his statement suggests that the Senate 
really needs to act on current SIPC nominees. The first nominee, 
Leslie Bains, is a Managing Director at CITI and used to work at 
Chase Manhattan Bank and HSBC. The second nominee, John 
Mendez, is an equity partner at Latham and Watkins LLP. While 
they may be perfectly nice people, I do not think they bring the 
necessary track record of reform and investor protection to SIPC 
that is desperately needed. If they are confirmed without reforming 
SIPC, Ms. Bains would continue her day job, for instance, at CITI. 
Mr. Mendez would continue to be an equity partner at a firm that 
has grown into a very significant securities litigation practice, in- 
cluding securities class action, shareholder litigation defense, and 
white collar criminal matters. 

I can assure you, those two nominations will not be confirmed 
until there is real reform at SIPC. We all saw the trouble that 
Sharon Bowen had getting confirmed at the CFTC. These nomi- 
nees, in my opinion, are more of the same. The President needs to 
nominate two individuals with a track record of reform and inves- 
tor protection, and we need to act on SIPC reform. 

Thank you. Chairman Crapo, for holding this hearing, and to our 
witnesses on the panel for being here. I look forward to our discus- 
sion. 

Senator Crapo. Thank you very much. Senator Vitter. 

Senator Reed, do you care to make an opening statement? 

Senator Reed. No. 

Senator Crapo. All right. Thank you very much. 

With that, then, we will turn to our witnesses. We have with us 
today, as I indicated, four very solid witnesses: Mr. Stephen 
Harbeck, President and CEO of SIPC; Mr. Sigmund Wissner-Gross, 
Counselor-at-Law at Brown Rudnick; Professor J.W. Verret, Assist- 
ant Professor of Law at George Mason University Law School; and 
Mr. James Giddens, Partner at Hughes Hubbard and Reed. 

Gentlemen, we will go in the order I have introduced you. You 
have probably already been informed of this. We have a little clock 
that tries to keep you to 5 minutes for your introductory remarks. 
We ask that you try to keep your introductory remarks to 5 min- 
utes and allow us time for questioning. 

With that, let us begin. Mr. Harbeck. 

STATEMENT OF STEPHEN P. HARBECK, PRESIDENT AND CEO, 
SECURITIES INVESTOR PROTECTION CORPORATION 

Mr. Harbeck. Thank you, Mr. Chairman. Chairman Crapo, 
Ranking Member Warner, and Members of the Subcommittee, I 
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appreciate the opportunity to testify on the progress of the Securi- 
ties Investor Protection Corporation since the beginning of the 2008 
financial crisis. The Subcommittee has asked SIPC, how is SIPC 
protecting investors, how SIPC is responding to recent claims and 
customer protection, and if there are any reforms Congress should 
consider. 

The best way to describe how SIPC protects investors, responds 
to claims, and operates the customer protection regime mandated 
by statute is to provide you with an overview of SIPC’s cases in the 
recent history. The narrative which follows, I think, demonstrates 
that SIPC has protected investors as contemplated by the Securi- 
ties Investor Protection Act, known as SIPA, and I believe the re- 
sults achieved to date are impressive given the challenges that the 
SIPC has faced. 

Let me turn to Lehman Brothers first. Lehman Brothers is the 
largest bankruptcy of any kind in history. With securities customer 
accounts essentially frozen and substantial customer assets at risk, 
SIPC initiated a customer protection proceeding on September 19, 
2008. In response to the question, how does SIPC protect investors, 
I would note the following. 

That same day, in what was called the most important bank- 
ruptcy hearing in history. Bankruptcy Judge Peck approved the 
transfer of 110,000 customer accounts containing $92 billion in as- 
sets to solvent brokerage firms. Judge Peck noted that he had 
heard credible evidence that without the ability to transfer those 
accounts under SIPA, securities markets worldwide could cease to 
function. SIPC is proud to have been a major actor in restoring in- 
vestor confidence in the securities markets at that crucial time. 
The actual transfer of the accounts took place in the ensuing 10 
days. 

Today, all Lehman Brothers customers have received 100 percent 
of the contents of their securities accounts and general creditors 
have received a distribution of 35 percent. In short, the bankruptcy 
processes embedded in the Securities Investor Protection Act have 
worked well in a severe stress case. 

I would now turn to Bernard Madoff. That Ponzi scheme col- 
lapsed in December 2008, shortly after the failure of Lehman 
Brothers. SIPC’s intervention resulted in advances to customers in 
the payment of administrative expenses which had results which 
were literally unimaginable at that time in 2008. Every customer 
who has left $975,000 or less with Madoff has received all of his 
or her money back from the trustee. Customers with larger claims 
have received 48 percent of their initial investments, and that 
means that a claimant with a $10 million claim against Bernard 
Madoffs firm has already received $5.3 million when you take into 
account the addition of a distribution of customer property and ad- 
vances from SIPC. 

SIPC made the determination that every piece of furniture in 
Madoff was purchased with stolen money, so the liquidation of all 
assets would go into customer property and not for the payment of 
administrative expenses. SIPC picks up all of those administrative 
expenses. 

In addition, substantial painstaking research by the trustee en- 
abled the U.S. Attorney for the Southern District of New York to 
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create a $4 billion forfeiture fund, which has not yet been distrib- 
uted by the United States Attorney. 

Finally, in terms of the large cases SIPC has had, MF Global has 
had absolutely stunning results. I got a call at 5:20 in the morning 
that customers of MF Global were in need of protection. That was 
the first time SIPC had ever heard of that need. After receiving au- 
thority from SIPC’s Chairman within the hour, SIPC mobilized and 
initiated a liquidation proceeding that day. That was the eighth 
largest bankruptcy of any kind in history, larger in terms of assets 
than that of Chrysler. The results are, as I said, stunning. Each 
customer for both securities and commodities have received all of 
their assets, and general creditors have received 95 percent of their 
assets. In short, the process worked and it worked very well. 

In terms of SIPC’s financial condition, SIPC now has $2.4 billion, 
which is more money than SIPC has had to expend on all liquida- 
tions in its 45-year history. We believe we have sufficient assets, 
but we will continue to monitor the issue as to whether our assets 
are sufficient. 

Since December of 2012, SIPC has only had to initiate four new 
cases. Those new cases have cost SIPC $7 million. I would view 
that as a return to normal, because the large cases that we saw 
were out of the ordinary. 

I do urge the Committee to move on SIPC’s nominees, and we 
can discuss that at a later time. 

There are some reforms that have been suggested by the task 
force. Our Board did consider them. Two of them, we are looking 
for an appropriate legislative vehicle to put in place. They are in 
the nature of technical amendments. Some of the larger sugges- 
tions of the task force report were studied and the Board decided 
not to take action with them for larger macroeconomic reasons re- 
lating to protection by the FDIC, for example. 

With respect to S. 67, my comments in my written statement 
stand for themselves, but I would be pleased to discuss them with 
you if you wish, and I would appreciate the opportunity to answer 
any of your questions. 

Senator Crapo. Thank you, Mr. Harbeck. 

Mr. Wissner-Gross. 

STATEMENT OF SIGMUND S. WISSNER-GROSS, ESQ., SENIOR 
PARTNER, BROWN RUDNICK LLP 

Mr. Wissner-Gross. Thank you, Mr. Chairman, and thank you 
for the opportunity to speak before this panel. My name is Sig- 
mund Wissner-Gross. I am a senior partner at the law firm of 
Brown Rudnick LLP. I am here not on behalf of the firm, but in 
my individual capacity. 

I had the pleasure, at times the interesting experience, of liti- 
gating the New Times SIPA proceeding during the period from 
2000 through 2006. Mr. Giddens, who is here, was the trustee in 
that case. What I would like to do is focus my verbal remarks on 
some reforms that I think are needed. I will refer from my witness 
statement for the details of my experience in the New Times case, 
which, I think, illustrates many of the problems with SIPC. 

At the outset, let me say that I wholeheartedly endorse the way 
Senator Vitter has framed this situation. There is a real problem. 
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The average investor has no idea that SIPC is not really the guar- 
antor of its investments. The average investor thinks that the SIPC 
logo on their brokerage statement is akin to an FDIC-insured insti- 
tution. It is not. 

SIPA is a carefully crafted statute that was created and passed 
in 1970 to address circumstances at the time. There have been a 
host of Ponzi schemes — terrible frauds — Stanford and others be- 
yond Madoff, that really require a fresh look and a need for reform 
and amendment of the statute to more appropriately address the 
varied circumstances that defrauded investors experience. 

My case, New Times, was one, where we can get into it if the 
panel thinks it is appropriate, where all the victims had their 
funds misappropriated. They thought they had purchased either 
mutual fund shares or money market shares, all of which were 
never purchased, and I had to litigate for several years, ultimately 
succeeding, before the bankruptcy, the district court, the Second 
Circuit, to establish that victims who thought they had invested in 
fictitious or non-existent money market shares should have their 
claims treated as claims for securities, which at the time would 
have entitled them to $500,000 of coverage. At the time, a claim 
for cash was only allowed $100,000 of coverage, which, for those 
victims who had invested their life’s savings, meant all the dif- 
ference between getting some recovery or a significant recovery. 

Let me turn to what I think are some specific reforms that are 
needed. I concur with Mr. Giddens, and I do not want to steal his 
thunder on this, but I concur that SIPC’s maximum coverage 
should be increased from $500,000 to $1.3 million. That is a sound 
recommendation. That reflects the fact that the times are different 
and there should be increased coverage. 

I also concur that there needs to be no distinction between claims 
for cash and claims for securities. That may have been a sensible 
distinction at the time of the passage of SIPA in 1970. I, unfortu- 
nately, had to litigate and win on that issue before the Second Cir- 
cuit. I concur with Mr. Giddens that that distinction is a distinction 
without a difference. Customers who have other claims for cash or 
securities should be entitled to coverage in the maximum amount 
available. 

But, I think more is needed, and I think the S. 67 does identify 
a number of very tangible specific reforms that are warranted. 

First, I think it is clear that the SEC, which has oversight, 
should have more than that. The SEC, clearly, in my view, should 
have the right, as well as SIPC, to apply for a protective decree 
with respect to a SIPA member. That prerogative should not be re- 
stricted to SIPC. While I think SIPC has done many great things, 
and Mr. Harbeck has identified some of the more notable achieve- 
ments, the fact of the matter is that, in my experience, SIPC at 
times has taken a very narrow and unduly restrictive approach to- 
ward investor protection. SIPC does have a reputation in the legal 
marketplace as being very litigious, sometimes on an unwarranted 
basis, sometimes to try to establish a point of law when it should 
have exhibited pragmatism and effort to focus more on investor 
protection. I think it would be prudent to allow the SEC, which has 
oversight responsibility, to have the ability to appoint or seek to in- 
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tervene in terms of a SIPA proceeding. The Stanford matter, that 
actually would have solved that situation. 

In addition, while I do not concur that trustees should he limited 
to one case, as proposed in S. 67, I think there is a significant issue 
about SIPC using the same trustees time and time again. While I 
respect Hughes Hubbard a great deal as a firm, my experience was 
that, in my litigation with them, they invariably looked to SIPC to 
guide them on particularly significant determinations and ap- 
proaches and policies in the case, and my sense was that they al- 
ways acted in tandem, but it was always the trustee acting essen- 
tially at the direction of SIPC. I think there needs to be some re- 
form so that the trustee will, in fact, be independent and do the 
right thing. 

Finally, with respect to the investor, I appreciate that there is a 
lively debate about whether the rules proposed in S. 67 in terms 
of net equity statements, of whether that should be a binding ap- 
proach or another approach should apply. I think that there does 
need to be reform so that customer protection, it is advanced so 
that you do have with these Ponzi schemes a whole variety of ways 
in which customers are defrauded. In my experience, it is often the 
case that the statute does not apply on all foras. So, there needs 
to be a reform to make sure that people who have lost money, were 
innocent victims who, frankly, do not fit within the specific defini- 
tions or labels of the SIPA statute, are protected. I think S. 67 is 
an excellent start in that regard. 

Senator Crapo. Thank you, Mr. Wissner-Gross. 

Professor Verret. 

STATEMENT OF J.W. VERRET, ASSISTANT PROFESSOR OF LAW, 

GEORGE MASON UNIVERSITY SCHOOL OF LAW, AND SENIOR 

SCHOLAR, MERCATUS CENTER AT GEORGE MASON UNIVER- 
SITY 

Mr. Verret. Chairman Crapo and Ranking Member Warner, I 
appreciate the opportunity to join you today to talk about this im- 
portant issue. My name is J.W. Verret. As you mentioned, I teach 
at George Mason Law School, corporate and securities and banking 
law. I also serve as a Senior Scholar at the Mercatus Center, and 
until recently, I was Chief Economist and Senior Counsel for Chair- 
man Hensarling at House Financial Services, where I first started 
to spend a significant amount of time on this issue. 

The explosive growth in federally backed loan and guarantee pro- 
grams has been an appropriate focus of congressional oversight in 
recent years. 0MB estimates the Federal Government supports 
over $3 trillion in loans and guarantees. These loans and guaran- 
tees are often shrouded by indirect Government support and unrea- 
sonable assumptions in Government accounting practices. 

I submit that SIPC’s provision of securities custody insurance 
should be an appropriate part of that conversation. Government of- 
ficials appoint SIPC Directors and SIPC enjoys access to a $2.5 bil- 
lion line of credit with the Treasury Department. Some may argue 
that statutory language that SIPC, quote, “SIPC shall not be an 
agency or establishment of the United States Government” sug- 
gests otherwise, and we certainly all recall how similar statutory 
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language in the GSEs proved entirely meaningless and nonbinding 
when those entities were placed under Federal conservatorship. 

Today, I will argue that privatization of SIPC’s custodial insur- 
ance function is the best solution to protect American taxpayers 
and also is the best solution to insert a level of market discipline 
into SIPC’s risk pricing for coverage. It will add an element of risk 
pricing, I think, under a private scheme. I will identify some unex- 
plored solutions for victims of Ponzi schemes. And though I argue 
that privatization is certainly the first best solution, I am glad to 
constructively engage in this Committee’s examination of addi- 
tional reforms to SIPC. 

Most broker-dealers and members of national exchanges are re- 
quired by statute to be members of SIPC, and SIPC is funded by 
assessments on its membership. SIPC thereby enjoys a statutory 
monopoly in the provision of securities custody insurance under- 
neath the ceiling of its coverage. 

Now, some of my fellow panelists may argue that SIPC serves an 
important role as a specialized liquidator or receiver of broker-deal- 
ers and in overseeing that process. Now, assuming that argument 
is true for the sake of argument, it remains a tall leap of logic to 
further contend that a Covernment monopoly in the provision of se- 
curities custody insurance is thereby warranted. 

SIPC’s Board is currently composed of both private sector and 
Covernment members. I submit — I will reiterate that privatization 
of SIPC’s insurance function is the first best solution to the prob- 
lems posed by the current structure of SIPC, and we might begin 
by lowering the ceiling of that coverage, where I would disagree 
with a couple of my fellow panelists. I find it hard to accept that 
a market failure necessitates a Covernment monopoly in this 
space, particularly in the current information era, an era very dif- 
ferent from the i970s. In fact, there are underwriters at Lloyd’s 
that will sell excess of SIPC coverage for the portion of that market 
not crowded out by SIPC. 

In the absence of full privatization, the public-private composi- 
tion of SIPC’s Board should not be viewed as a second-best option. 
It would be better as a second-best option to officially recognize 
SIPC for the Covernment entity that it is, remove the private sec- 
tor Board members, establish a similar level of congressional ac- 
countability to that required of other Covernment agencies, impose 
a term limit on its Chief Executive Officer, as is the case among 
SEC Commissioners, and also increase the level of the SEC’s over- 
sight of this entity. 

The controversy and subsequent litigation between the SEC and 
SIPC regarding the Stanford Ponzi scheme and issues with respect 
to the Madoff victim claims also suggest a warning label should be 
provided describing SIPC coverage that, quote, “SIPC coverage only 
applies under limited circumstances and SIPC reserves the right to 
deny claims despite reasonable expectations of coverage.” 

SIPC won the Stanford litigation because of a regrettable stipula- 
tion of fact by the SEC. In the Madoff litigation, SIPC utilized an 
aggressive valuation methodology from among a range of methods 
it had used in prior cases. My impression of both of those cases, 
in my professional opinion as a professor of securities law, is that 
they were close calls that might have come out either way. But it 
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is also, nevertheless, very crystal clear to me that SIPC’s aggres- 
sive litigation position was designed to minimize claims to a fund 
unprepared for them, which suggests a clear conflict of interest for 
the receivers, liquidators hired by SIPC and SIPC itself in the ad- 
ministration of this fund. 

I am not here today to relitigate those cases or to endorse par- 
ticular legislation. I sympathize with the victims. I recognize they 
have been subjected to aggressive posturing by SIPC. But, I worry 
about action that might further entrench SIPC’s monopoly. I would 
suggest instead looking at undistributed funds in the SEC’s Fair 
Funds, undistributed funds that often sits in the CFPB’s settle- 
ment awards, or banking settlement agreements with DOJ and 
HUD. There is a significant stash of money this Committee might 
consider to make those victims whole. 

I thank you for the opportunity to testify and I would just reit- 
erate that the design of SIPA in the 1970s may have made sense 
in the 1970s. There were lots of ideas from the 1970s that made 
sense at the time that will not necessarily stand the test of time, 
like bell bottoms and the lava lamp. I think the design of SIPC 
from that era does not stand the test of time and needs to be recon- 
sidered 40 years later. So, I thank you for the chance to testify. 

Senator Crapo. Thank you. Professor Verret. 

Mr. Giddens. 

STATEMENT OF JAMES W. GIDDENS, PARTNER, HUGHES 

HUBBARD & REED LLP, AND TRUSTEE, SIPA LIQUIDATIONS 

OF LEHMAN BROTHERS INC. AND ME GLOBAL INC. 

Mr. Giddens. Chairman Crapo, Ranking Member Warner, and 
Members of the Subcommittee, thank you for inviting me to testify. 

My testimony today is based on my experience with SIPA over 
the past 45 years, most recently as trustee for the Lehman and MF 
Global liquidations. In my experience, SIPA has succeeded in pro- 
tecting customers in these cases, the two largest broker-dealer fail- 
ures in history and the greatest challenges to the statute. 

In Lehman and MF Global, the 110,000 and 36,000 customers, 
respectively, received 100 percent of their property. The customers 
of these failed entities included mom-and-pop investors, farmers 
and ranchers from all walks of life, from every jurisdiction in the 
country. 

With both Lehman and MF Global, we closely and systematically 
consulted not only with the SEC, but the CFTC, the Federal Re- 
serve, and multiple congressional committees. We have appreciated 
their guidance. In Lehman, I was also grateful to have the support 
of Mr. Wissner-Gross, who publicly supported my and SIPC’s posi- 
tion before the United States Supreme Court, seeking a review of 
a decision of the Second Circuit. 

However, I will say that, as with any statute, especially one im- 
plemented decades ago, I believe there is room for modernization 
and improvement. Consistent with my SIPA duty to advance cus- 
tomer protection, I would like to provide three considerations that 
may merit further study and, of course, input from regulators, 
industry experts, and the public. A more complete discussion of 
these and 26 other recommendations is included in my written tes- 
timony, which incorporates the detailed public submissions of the 
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SIPC Modernization Task Force as well as my own Lehman and 
MF Global reports and prior testimony before the Senate Banking 
and other congressional committees. 

First, as proposed by the task force, I strongly support increasing 
SIPC’s maximum coverage from $500,000 to $1.3 million. That sim- 
ply corresponds to an increase through inflation from what was 
originally proposed in the 1970s. Future coverage limits should also 
be tied to inflation. This would immediately and significantly in- 
crease the protection for customers, especially those who are not 
large or professional investors. 

Second, also in the task force report, I propose eliminating the 
distinction between claims for cash and claims for securities. This 
reform would resolve the potential disparate treatment of cus- 
tomers and increase the amount of customer protection available. 

Finally, I believe consideration should also be given to expanding 
the borrowing and guarantee authority available to SIPC trustees 
and other liquidators. The SIPC fund has met the demands of all 
previous SIPA liquidations. However, the Lehman liquidation, in 
particular, demonstrated that just one failure of a SIPC member 
broker-dealer could require at least a temporary availability of 
much more substantial sums. The ability to quickly and efficiently 
return customer property in the early days of a liquidation would 
be enhanced if the borrowing limit were increased. 

In concluding, I believe that the SIPA statute has succeeded in 
protecting customers of SIPC member brokerage firms. I also be- 
lieve the shared goal of continuing and strengthening protection of 
investors, particularly nonprofessional investors, can be achieved 
with improvements to the statute and related laws. 

Thank you. Chairman Crapo, Ranking Member Warner, and 
Members of the Subcommittee, for the opportunity to testify before 
you. 

Senator Crapo. Thank you, Mr. Giddens. 

I will start out with you, Mr. Harbeck, with some questions, and 
my first question relates to basically the appropriate amount for 
the SIPC fund. I think you indicated in your testimony it is cur- 
rently at $2.4 billion, and I understand that the SIPC Board has 
set a target balance of $2.5 billion, which matches the line of credit 
that SIPC has with the U.S. Treasury. How did you determine that 
$2.5 billion was the appropriate amount, and given some of the 
other testimony that we have heard today, is $2.5 billion the appro- 
priate amount? 

Mr. Harbeck. Mr. Chairman, I can assure you that a subtext in 
every single SIPC Board meeting is whether SIPC has sufficient re- 
sources. In 2008, when we had $1.6 billion, we realized when the 
Madoff case fell in December of 2008 that we should turn on the 
assessment spigot. We did so. We have completed all of the func- 
tions required in Lehman Brothers and MF Global and Madoff with 
an expenditure of approximately $1.8 billion to date. But, we have 
at the same time increased our resources from the 1.6 that we had 
in 2008 to 2.4. 

I know, based on past experience, that whenever we reach a pla- 
teau or a target, the Board of Directors takes a long hard look, and 
since that was 7 years ago when they set that target, that they will 
do so again. 
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We currently have assessments on all SIPC members of one- 
quarter of 1 percent of net operating revenues. That generates ap- 
proximately $400 million a year. SIPC’s resources currently, the ex- 
isting $2.4 billion that we have, is sufficient to have satisfied all 
obligations in all cases in our history. With that, we are always 
open to other ways to finance in an emergency or to increase the 
fund if it becomes necessary. 

Senator Crapo. Well, thank you, Mr. Harbeck. 

For Mr. Wissner-Gross and Mr. Giddens, I appreciate your per- 
spectives on how SIPC responded to the claims because of the fi- 
nancial trouble and failure of Lehman Brothers, Madofif, MF Glob- 
al, Stanford, and New Times. What are the main take-aways about 
how SIPC responds to claims when a member firm fails because of 
fraud as opposed to other financial reasons? 

Mr. Wissner-Gross. If I could address that first, I do think, 
again, I think SIPC has done a fine job in many proceedings, but 
the ones that Mr. Harbeck has identified are three of the 328 SIPA 
proceedings that it has handled since 1970, and my experience is 
primarily focused on New Times, so let me address that. 

I found that I actually had to fight at every step of the way to 
secure coverage in that case. It was not an atypical fraud claim. 
The Ponzi operator, a guy named Mr. Goren, had put several hun- 
dred elderly investors into a program where he basically embezzled 
their funds, gave them brokerage statements that confirmed that 
they had purchased mutual funds and money market shares, but 
had not, in fact, done that. 

My recollection is initially that SIPC refused to acknowledge cus- 
tomer status for any of them. So, my first job was I had to fight 
both to try to get the SEC as well as the bankruptcy judge involved 
to be supportive of the fact that there should be customer claim or 
customer status acknowledged. We ultimately, between the judge 
and SEC, I think, twisted SIPC’s arm to — through Mr. Giddens, 
the trustee — to acknowledge that status. 

Having accomplished that, then every individual customer had to 
fight, in my view, with the SIPC trustee to acknowledge and deter- 
mine the fact of whether they had invested funds, the amount of 
funds invested, and it was a very arduous process. We represented 
quite a number of those defrauded investors who were innocent be- 
yond belief, and they included Holocaust survivors, retirees, and so 
forth, not atypical of defrauded investors in these schemes. Looking 
back on it, I would have preferred that there be more of a presump- 
tion of a desire to protect them in the first instance rather than 
to have those investors be put through the grill in terms of estab- 
lishing coverage. 

I highlighted one particular investor in my remarks, where a 
woman named Mary Lee Stafford, who lost — who invested $75,000 
and had it embezzled as a result of a purchase of money market 
shares that were never purchased. Single mother, cancer victim. 
This was all the money she had, and SIPC and the trustee denied 
coverage. I fought it. The bankruptcy judge agreed with them. I ap- 
pealed it to the district court. I got it reversed. And they should 
have, frankly, said, fine, let her get her money. It was $69,000 out 
of pocket. That was all of her life’s savings. Instead, they appealed 
it to the Second Circuit, which was their prerogative, and they 
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were successful, and in the end, she did not get anything in terms 
of coverage. 

To me, frankly, that was a shame, because I think this was in 
the gray area of coverage. She clearly could have been acknowl- 
edged as a claimant. I would like to see those kinds of things not 
happen in the future. 

Senator Crapo. Thank you. 

And, Mr. Giddens, my time has run out, but if you could briefly 
respond, I would appreciate that. 

Mr. Giddens. Yes. I have a different take on New Times. In New 
Times, there were about 1,000 securities customers. Ninety-nine- 
point-nine percent of all those customers received all that they 
claimed on their claim forms and they were paid. SIPC advanced 
millions of dollars. There were only, I think, two claimants in the 
entire case who exceeded the limits of SIPC participation. And I 
am sympathetic to anyone who loses money in a Ponzi scheme and 
the like, but one of the difficulties here was — and it was a com- 
plicated case — that there was also a parallel SEC receivership 
going on with respect — at the same time as the SIPC proceedings. 

And from the 1970s on, one of the principles established in the 
SIPA statute was, from the beginning, that if you loaned money to 
the broker-dealer, that if you were a subordinated lender or other- 
wise a lender or had promissory notes, you were treated as a lend- 
er as opposed to a securities customer who deposited cash in securi- 
ties. 

In the New Times case, the malefactor in that case persuaded 
many of the individuals — fraudulently — to purchase promissory 
notes from him individually, and these were not customer trans- 
actions. In that case, we also, to assist investors, did a substantive 
consolidation of certain entities because under bankruptcy prin- 
ciples, there was so much interrelationship of transactions and the 
like. 

So, overall, my view is, yes, there always — in any SIPC case, you 
have to apply the statute, and yes, based on precedence and the 
like, I think we applied the law correctly and I think the overall 
result was that virtually 99 percent of all those claimants received 
all that they claimed in New Times. 

Senator Crapo. Thank you very much. 

Senator Reed. 

Senator Reed. Well, thank you very much, Mr. Chairman, and 
gentlemen, thank you all for your testimony. 

Mr. Harbeck, it strikes me that they call you at 5:20 in the 
morning after the other folks have failed, i.e., after regulators, and 
others who were supposed to be governing the conduct of these 
broker-dealers, failed. So, your role cannot be isolated from the op- 
erations of the SEC and other agencies. So, to what extent do you 
have any sort of insight into the broker-dealer activities that 
might — or any influence over their behaviors that might give you 
the tools to prevent rather than just respond to these crises? 

Mr. Harbeck. By design, SIPC is not a regulator. The regulatory 
regime in the United States has a Federal regulator, state regu- 
lators, self regulators, and Congress when it established SIPC 
made sure that we were not another regulator. 
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That said, we work very, very closely with the SEC. The ME 
Global case did, in fact, come up suddenly, but we work hand-in- 
glove with the SEC. Even throughout the recent past when the Se- 
curities and Exchange Commission was litigating with SIPC, the 
relationship on the staff was professional and I can tell you that 
right now, the relationship between the SEC and SIPC is at a high 
point. Chairman Mary Jo White has met with our Board of Direc- 
tors. She is the first SEC Chairperson to do so. We hope to have 
other members of the Commission meet with us and meet with our 
Board of Directors to share common concerns. We work hand-in- 
glove with the SEC. That is the answer to it. 

Senator Reed. Do you think the SEC has the resources or the 
capacity to thoroughly inspect broker-dealers? As Senator Warner 
mentioned in his opening remarks, we are still at a very low rate 
of inspections on a regular basis of broker-dealers. 

Mr. Harbeck. Well, I believe Senator Warner mentioned invest- 
ment advisors, which are not covered by SIPC. 

Senator Reed. Right. 

Mr. Harbeck. But, frequently, the investment advisors custody 
their securities at SIPC members. In fact, that is what they are 
supposed to do. I think it would be an excellent idea to increase 
the resources available for inspecting those because that is a pos- 
sible way to stop fraud ab initio. 

Senator Reed. Mr. Giddens, you have been a trustee in several 
cases, and in your testimony, you suggest that more pre-liquidation 
disaster planning could be helpful. Could you elaborate on that? 

Mr. Giddens. Yes. The Lehman case was done on a very ad hoc 
basis and under extraordinary circumstances, and there was not 
sufficient time to involve SIPC or perhaps the SEC and the like in 
the process. A great deal of the activity was dictated by the Treas- 
ury Department and the Federal Reserve, all attempting to avert 
a worldwide financial crisis. There was not sufficient time or plan- 
ning to fully understand the implications of the transfers and the 
like. 

Contrary to the public assumption, Barclays did not acquire all 
the securities accounts of Lehman. They left behind accounts — they 
could pick and choose assets. They did not assume all the liabil- 
ities. That is not to criticize those who structured that deal. It 
was — Barclays at the time was the only prospective bidder. But, es- 
sentially, it took years to unravel the intricacies and complications 
of Lehman through 76 proceedings around the world. 

There is an attempt by requiring large firms to prepare so-called 
living wills to more systematically sort of determine where assets 
are, how assets will be obtained, and the like. As I say, in Lehman, 
just by way of example, the British Prime Minister claimed that $8 
billion was improperly taken from the U.K. and transferred back 
to the United States. So, that turned out not to be correct and they 
later dropped that sort of thing, but there was such confusion and 
misunderstanding about how the system operated, so that 
preplanning involving those who would be involved in a liquidation 
is very, very important. 

It is also very important to identify the categories of all the 
claimants, not just securities claimants, but unsecured creditors 
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and the like. That would help enormously in any liquidation if you 
really had a clearer picture of what you are trying to achieve. 

Senator Reed. Thank you very much. 

Thank you, Mr. Chairman. 

Senator Crapo. Thank you, Senator Reed. 

I am going to just ask one more quick question before I turn both 
the gavel and the time over to Senator Vitter, and that is for Pro- 
fessor Verret, I am interested in your argument about privatiza- 
tion. Could you just briefly tell me how you envision that would 
work? 

Mr. Verret. Sure. I think that, you know, first, I think there 
would be a substantial transition period, recognizing the fact that 
members have been assessed for the fund that is currently there 
with the expectation of coverage. So, you would have to work 
through some transition issues. I think you would begin by low- 
ering the ceiling of coverage. But, I think part of the benefit you 
would get there is for whatever is not crowded out by SIPC cov- 
erage, I think you would see private sector operators doing risk- 
based premiums, risk-based pricing. That would go along with 
some of the issues we have talked about today. 

I mean, I would expect that a private-based provider would set 
your risk-based premium based on the adequacy of your resolution 
planning, your living will. I think that one of the problems with the 
current structure is that not only is there a Government subsidy 
through the Treasury’s lending to all firms provided with coverage, 
but there is internal subsidization. The best actors subsidize the 
worst actors with an assessment that is homogenous, you know, ho- 
mogenous assessment. So, I think that, for instance, publicly trad- 
ed broker-dealers that have Section 404 internal controls are a very 
different situation from nonpublic broker-dealers, and so you would 
expect the premium to be very different there. 

So, in short, to answer your question, I think there would be a 
transition, but I think — and I think you would probably begin by 
lowering the ceiling of coverage. But I think that you would see 
some risk-based pricing, some market discipline inserted into that 
process. That would be very helpful with a lot of the issues we have 
been describing. 

Senator Crapo. Well, thank you very much, and as you can see, 
it is a busy morning and I, too, am going to be called away to an- 
other obligation. But, I know this is a critical issue to Senator 
Vitter, and at this point, I am going to turn both the gavel and the 
time over to you. Senator Vitter. Thank you. 

Senator Vitter. [Presiding.] Thank you. Senator Crapo. Thanks 
for calling and sharing this hearing. Thanks to all of you for being 
here. 

Mr. Wissner-Gross, I want to step back and sort of start with the 
big picture in terms of some of the comments you suggested. Under 
the current system, we have SIPC, we have this SIPC “Good 
Housekeeping Seal” logo, correct? 

Mr. Wissner-Gross. Yes. 

Senator Vitter. And that is very widely used by SIPC members. 
I mean, they put it on all of their Web sites 

Mr. Wissner-Gross. On every statement. 
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Senator Vitter. Yes, every statement, every Web site, every 
piece of literature, every entry door, basically, because it is that 
sort of “Good Housekeeping Seal” logo similar to FDIC, would you 
agree with that? 

Mr. Wissner-Gross. Yes, Senator. 

Senator Vitter. And yet the reality is, say, compared to FDIC, 
it is fundamentally different and it is fundamentally less protec- 
tion, would you also agree with that? 

Mr. Wissner-Gross. Yes, Senator. 

Senator Vitter. So, it seems to me the big picture is that the av- 
erage customer is sort of actively being misled, as given this “Good 
Housekeeping Seal,” member firms are actively using that for their 
benefit in the market, and it is not there when customers need it 
in many cases. In fact, it is most uncertain, it seems to me — correct 
me if you think this is wrong — but it is most uncertain in many 
outright cases of fraud versus simply failure, and it seems to me 
that is particularly ironic, would you agree with that? 

Mr. Wissner-Gross. Well, I am not sure I am going to go all the 
way with you on that comment. I do think that fraudsters will typi- 
cally use the SIPC logo as a means of trying to lull their investors 
into thinking that it has SIPC protection. I do not know whether 
I am prepared to go with you all the way to say it is being used 
by the well-established brokerage firms to somehow facilitate a 
fraud. But I do concur 

Senator Vitter. No, no, I did not say that or did not mean to 
suggest that. What I am saying is, when push comes to shove, 
often, the victims who have most difficulty being made whole are 
victims of outright fraud versus other cases 

Mr. Wissner-Gross. That is 

Senator Vitter. of market failure. 

Mr. Wissner-Gross. That is correct. 

Senator Vitter. And it seems to me that is particularly ironic 
that it is least certain in many cases of outright fraud versus mar- 
ket failure. 

Mr. Wissner-Gross. I will agree with you. 

Senator Vitter. That is all I was trying to say. 

Now, it seems to me we should recognize this fundamental dis- 
connect and correct it in some way, either make that “Good House- 
keeping Seal” what it purports to be, or take it off everybody’s 
doors and stop the complete misrepresentation. 

Mr. Wissner-Gross. Well, I will agree that if it is going to be 
there, there should be an appropriate disclaimer 

Senator Vitter. Right. 

Mr. Wissner-Gross. so that people understand what is at 

issue. But, I think, more to the point, as I said in my opening re- 
marks, I concur that you have properly framed the issue and I 
think the proposed legislation identifies several ways in which we 
can hopefully begin to rectify the problem. 

Senator Vitter. Correct. Is not one of the big differences — I keep 
using this analogy with FDIC because I think that is how con- 
sumers read that “Good Housekeeping Seal” — is not one big dif- 
ference that SIPC has industry members who are clearly active, on- 
going industry members who have vested interests in SIPC mem- 
bers and private sector industry partners? 
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Mr. Wissner-Gross. I will agree with you there, as well. 

Senator Vitter. Do you think that poses a potential conflict? 

Mr. Wissner-Gross. Yes, Senator. I think — and there are var- 
ious ways in which that could be addressed, particularly if you 
have a board that is truly independent. 

Senator Vitter. Correct. Do you have any particular thoughts 
about the best way to erase that potential conflict? 

Mr. Wissner-Gross. Well, the same broker-dealers are regulated 
by the SEC, and typically when there is fraud, it is identified by 
the SEC. I do not have specific recommendations, but I think that 
you have correctly framed the problem. I think there has to be a 
better path to ensuring that SIPC, true to its mandate, is truly 
independent, truly looking out for the best interest of investors, 
and truly able to protect those interests. 

Senator Vitter. And would one partial or whole solution be giv- 
ing SEC more outright authority over SIPC 

Mr. Wissner-Gross. Yes. I 

Senator Vitter. in certain cases, including fraud? 

Mr. Wissner-Gross. I 100 percent agree with you, and in fact, 
I endorse the proposal allowing the SEC to be able to initiate SIPA 
proceedings. And, clearly, they have already a statutory right of 
oversight. I think it would be in the best interest of everybody to 
have the SEC, which can shut down firms after identifying fraud, 
also being much more intimately involved with the day-to-day oper- 
ations and enforcement of those situations. 

Senator Vitter. Right. Mr. Harbeck, obviously, I am very con- 
cerned about the Stanford case. I represent a lot of Stanford inves- 
tors. To date, how many of those Stanford investors have gotten 
any recovery from SIPC? 

Mr. Harbeck. None, sir, as a result of the case of SEC v. 
SIPC 

Senator Vitter. OK. 

Mr. Harbeck. where the court stated that the Stanford vic- 

tims did not fall under the statutory program that we administer. 

Senator Vitter. OK. So, I just want to make clear, we are talk- 
ing about these other cases, 99 percent, great majority, blah, blah, 
blah. Stanford, just factual basis — I want to be clear — everybody 
has been shut out of recovery. 

Mr. Harbeck. That is correct. 

Senator Vitter. OK. 

Mr. Harbeck. SIPC 

Senator Vitter. Now, let us walk through SIPC’s arguments for 
that, because as I have followed them, they are changing. At the 
district court — let me just ask you if you can put in layman’s terms, 
not hyper-technical terms, but in layman’s terms, the grounds for 
SIPC not standing behind those investors. 

Mr. Harbeck. Senator, as you know, the Securities Investor Pro- 
tection Act is a complex statute. But if you would try to reduce it 
to one sentence in terms of what is protected and what is not pro- 
tected, that sentence would be as follows: SIPC protects the cus- 
tody function that brokerage firms perform for their customers and 
only the custody function. And in the Stanford case, it was our con- 
sistent view for the 2 years prior to that lawsuit that all of the cus- 
tomers that the SEC knew of had their certificates of deposit, or 
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they were in the custody of another entity that had their certifi- 
cates of deposit, or they were book entry. SIPC 

Senator Vitter. You are basically talking about Antiguan CDs? 

Mr. Harbeck. That is correct. 

Senator Vitter. OK. 

Mr. Harbeck. All money went directly to the Stanford Inter- 
national Bank of Antigua, or a bank account owned by the Stanford 
International Bank of Antigua. The SIPC member brokerage firm 
was not holding any assets, nor was it supposed to be, for those 
customers. 

Senator Vitter. Now, Mr. Harbeck, that is the argument that 
you all made in district court. You changed the argument when it 
got to appeal. I will get to that in a minute. But, let us start with 
the district court. Is it not correct that those customers were issued 
these Antiguan CDs and there was never money in that Antiguan 
bank backing them up? That was a complete fraud. 

Mr. Harbeck. There was absolute fraud ab initio. However 

Senator Vitter. Was there money in the Antiguan bank backing 
up those CDs? 

Mr. Harbeck. There is some. There is an independent entity or 
receiver in the Stanford — in Antigua that is in charge of restoring 
those customers to the extent he can. 

Senator Vitter. I do not know what that means. Was there 
money in that Antiguan bank backing up those CDs or not? 

Mr. Harbeck. Senator, we do not have investigatory authority. 
Certainly, we do not have it overseas. 

Senator Vitter. There has been forensic accounting that has 
shown that there was no money in that Antiguan bank backing up 
the CDs. Do you agree with that, because that is the record? 

Mr. Harbeck. I do not believe it is the record in the case that 
we litigated. I will assume it is true. 

Senator Vitter. You will assume it is true? 

Mr. Harbeck. For purposes of discussion, of course. 

Senator Vitter. So, in the district court, the argument is, well, 
this was an investment in a foreign bank that is not covered under 
the SIPC law, under SIPA, but the money never reached the for- 
eign bank. The CDs were issued. There was no cash backing them 
up. You do not think that is a problem with your argument? 

Mr. Harbeck. No, I do not, because I — I do not agree with you 
in this regard. As far as I know and as far as the SEC stated, all 
monies either went to the Stanford International Bank or went to 
a bank account under its control. 

Senator Vitter. Well, you are talking about an SEC statement 
of facts submitted to the district court that was incorrect, that is 
contrary to the forensic accounting. Are you aware of that? 

Mr. Harbeck. I am aware that someone has submitted an affi- 
davit saying the money did not go to Antigua. The SEC, when we 
asked them about that, did say that the money went to an Amer- 
ican bank account owned by the Stanford International Bank of 
Antigua. 

Senator Vitter. An American bank account? 

Mr. Harbeck. Correct. 
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Senator Vitter. OK. So, Mr. Harbeck, I think you are aware of 
what I just laid out, because when the case went to circuit court, 
you all changed your argument completely. 

Mr. Harbeck. That is not correct, sir. 

Senator Vitter. Well, in the circuit court, your primary argu- 
ment was that somehow this was a loan from the customers to the 
broker-dealers and there is a specific exclusion to cover that. Was 
that not a significant argument 

Mr. Harbeck. That was 

Senator Vitter. that SIPC made in 

Mr. Harbeck. That was a secondary argument that we made in 
both courts, sir. 

Senator Vitter. And when these customers were buying CDs, 
you think they were loaning the broker-dealers money or investing 
in the broker-dealers? 

Mr. Harbeck. That is not what the court said. The court said 
that 

Senator Vitter. I am asking what you said in terms of that par- 
ticular argument. You made that argument. So, do you think it was 
a fair characterization in making that argument that in buying 
CDs, these customers were loaning the broker-dealers money? 

Mr. Harbeck. The SEC argued that if you substantively consoli- 
dated these entities, then a SIPC member firm was holding assets 
for the debtor. Substantive consolidation never took place, number 
one. But what the court said is that if it did, then people would 
be — instead of lending money to the Stanford International Bank, 
which is what a CD is, it would be lending money to the brokerage 
firm and that is not protected by statute. 

Senator Vitter. Right, except they had a CD and they never 
agreed to lend money to the brokerage firm. The brokerage firm 
stole the money, kept the money. That is cash. That is covered 
under SIPA. Cash is covered under SIPA. CD is covered under 
SIPA. And yet you all concocted this ridiculous theory that, no, it 
was not a CD, even though the customer had a CD piece of paper. 
It was not cash, even though that is what the broker-dealer stole 
and diverted. It was somehow a loan to the broker-dealer, which 
obviously the customer never agreed to. I mean, do you not 

Mr. Harbeck. Senator, your statement does not comport with 
the stipulated facts. 

Senator Vitter. Well, the stipulated facts were wrong and have 
been disproved by the forensic accountant. 

Mr. Harbeck. I disagree. 

Senator Vitter. OK. Well, I think the broader point here is that 
I do not think an entity like FDIC would have spent tens of mil- 
lions of dollars to do back-somersaults to make those sorts of argu- 
ments. I think only an entity dominated by industry members 
would have done those back-somersaults and spent tens of millions 
of dollars in legal fees to make those sorts of arguments. I guess 
that is my broader point. 

Let me go to Mr. Giddens, and I have another concern about the 
trustee relationship. And, Mr. Giddens, I acknowledge you are a 
very competent person in the roles you have played and I do not 
question your competence or your integrity. I do question the con- 
flict of interest between people who are named over and over and 
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over as trustees, make a lot of money doing it, and that person’s 
role protecting the investors, and I think that is a built-in and seri- 
ous conflict, that practice. 

So, with that in mind, let me ask you, how many times have you 
and your firm — or your firm — acted as SIPC matter trustee? 

Mr. Giddens. I believe in five or six cases out of the 300 cases 
over 45 years. 

Senator Vitter. So, five or six cases? 

Mr. Giddens. Yes. 

Senator Vitter. And roughly how much money do you think you 
and your firm have made doing that? 

Mr. Giddens. I do not, off the top of my head, know. What I 
would say is, one, I have never applied for compensation for myself 
as trustee in a personal capacity. The law firm, of which I am a 
partner, has to apply to the bankruptcy court for compensation. 
That compensation is on notice to all creditors, and after a hearing, 
the compensation has to be approved by a bankruptcy court and a 
bankruptcy judge. The cumulative amount of compensation, I do 
not know. In terms of the 

Senator Vitter. Can you give us a sense of proportion, a ball- 
park figure? 

Mr. Giddens. I really 

Senator Vitter. Was it over a million dollars in each case? 

Mr. Giddens. No. It was less than a million in some cases and 
over several million dollars in other cases. Again, the compensation 
is governed by Bankruptcy Code requirements, where the com- 
pensation should be based on results achieved. There is also a pub- 
lic interest discount. 

In terms of — if I may just comment on — I think you raise a legiti- 
mate question. On the conflict of interest, I would point out that, 
for example, in Lehman and MF Global, we have had adversary 
proceedings against principal firms on Wall Street, major, major 
issues involving billions of dollars in firms such as JP Morgan, 
Goldman Sachs, Morgan Stanley, and the like. So, it is not correct 
that there is a bias toward large Wall Street institutions. They 
equally have disputes with SIPC and the SEC about what is cov- 
ered, for example, repo transactions and things of that sort. 

Senator Vitter. Well, just to clarify, I was not talking about a 
bias there. I was talking about a bias of the trustee toward 
SIPC 

Mr. Giddens. Well 

Senator Vitter. ^because SIPC hires a trustee, in some cases, 

over and over. That is a major book of business. That is a major 
source of compensation for the firm. So, that is the bias I was talk- 
ing about. 

Just to give you an example, you were not named trustee in 
Stanford. If you were, and if you had decided matters in terms of 
customer status and compensation contrary to the way SIPC has 
fought — SIPC has fought the SEC, SIPC has gone to court, SIPC 
has gone to circuit court, SIPC has spent tens of millions of dollars 
on this — do you think you would be a prime candidate to be hired 
as a trustee the next time? 

Mr. Giddens. Umm — I am not sure I fully understand the ques- 
tion. If the 
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Senator Vitter. Let me restate it. 

Mr. Giddens. If you are saying, hypothetically 

Senator Vitter. If you were the trustee in Stanford, and if you 
had disagreed with SIPC on this fundamental question of customer 
status and right to recovery 

Mr. Giddens. Well 

Senator Vitter. which SIPC has fought tooth and nail to an 

extraordinary extent — SEC told them to act otherwise. SIPC fought 
the SEC. SIPC went to court. SIPC went to circuit court. SIPC 
spent millions of dollars fighting this, which obviously come out of 
the assets of the fraudster. Do you think, if you had fundamentally 
disagreed with SIPC on that, do you think you would be a prime 
candidate to be named a trustee in the next big SIPC case? 

Mr. Giddens. The answer is, I do not know. The answer is, if I — 
the confusing part is to be appointed a trustee or being suggested 
as a trustee by SIPC to the district court, which has to appoint you, 
that would mean that SIPC had started a SIPC liquidation of Stan- 
ford. And if I were the trustee, I would look at the statute. That 
would be my job. Obviously, I would discuss it with SIPC, the SEC, 
and others involved and try to reach a fair decision. I am sympa- 
thetic to any group of people who are defrauded, and I think 
whether it is a SIPC trustee or an independent trustee, you ought 
to use all your resources to try to find ways for recovery. There are 
other avenues, maybe not successful, other than simply relying on 
the SIPC fund. 

Senator Vitter. Right. Well, we can just disagree about this. I 
will answer my own question. I think it is obvious that you would 
not be on the short list by SIPC the next time, and that is the con- 
flict I am talking about, similar to the conflict in terms of industry 
members of SIPC. 

Let me end on that note. First of all, thank you all very much 
for your testimony and your participation. I think this has been an 
important and productive discussion. 

I am determined that this discussion moves to action in terms of 
appropriate reform, and I am equally determined that there will be 
no confirmation of outstanding proposed SIPC members unless and 
until that reform happens. So, I look forward to all of that. 

Thank you very much. The hearing is adjourned. 

[Whereupon, at 11:20 a.m., the hearing was adjourned.] 

[Prepared statements and additional material supplied for the 
record follow:] 
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PREPARED STATEMENT OF STEPHEN P. HARBECK 

President and CEO 

Securities Investor Protection Corporation 
September 30, 2015 

Chairman Crapo, Ranking Member Warner, and Members of the Subcommittee: 

Thank you for the opportunity to brief you on the progress the Securities Investor 
Protection Corporation (SIPC) has made since the beginning of the 2008 financial 
crisis. 

The Subcommittee has asked how SIPC is protecting investors, how SIPC is re- 
sponding to recent claims and customer protection, and if there are any reforms 
Congress should consider. The best way to describe how SIPC protects investors, re- 
sponds to claims, and operates the customer protection regime mandated by statute 
is to provide you with an overview of SIPC’s performance since the beginning of the 
2008 financial crisis, which includes the most significant cases in SIPC’s history. Po- 
tential reforms will be addressed at the end of this statement. The narrative which 
follows demonstrates that SIPC has protected investors as contemplated by the Se- 
curities Investor Protection Act (SIPA). I believe the results achieved to date are im- 
pressive, given the scope of the challenges presented. 

How is SIPC protecting investors and how has it responded to recent claims 
and customer protection? 

Lehman Brothers Inc. 

Lehman Brothers is the largest bankruptcy proceeding of any kind in history. 
With securities customers’ accounts essentially frozen and substantial customer as- 
sets at risk, SIPC initiated a customer protection proceeding on September 19, 2008. 
That same day, in what has been called the most important bankruptcy hearing in 
history. Bankruptcy Judge James Peck approved the transfer of 110,000 customer 
accounts containing $92 billion in assets to solvent brokerage firms. Judge Peck 
noted that he had heard credible evidence that without the ability to transfer those 
accounts under SIPA, securities markets worldwide could cease to function. SIPC 
is proud to have been a major actor in restoring investor confidence in the securities 
markets at that time. The actual transfer of those accounts took place over the next 
10 days. 

The SIPA trustee proceeded to close the complex, worldwide business operations 
of Lehman. Among the highlights of that work was a victory for investors in the 
Supreme Court of the United Kingdom that resulted in additional assets being set 
aside for customers. 

Today: All Lehman Brothers customers have received a 100 percent distribution, 
and general unsecured creditors in that case have already received 35 percent of 
their claims. 

In short, the bankruptcy processes imbedded in SIPA have worked well in a 
severe stress case. 

Bernard L. Madoff Investment Seeurities LLC 

Bernard Madoffs Ponzi Scheme collapsed in December 2008. SIPC’s intervention 
resulted in advances to customers and the payment of administrative expenses with 
results that were unimaginable at the time. 

Every customer who left $975,000 or less with Madoff has received all of his, her, 
or its money back from the trustee. Customers with larger claims have received 
48.08 percent of their initial investment, meaning that a claimant who left $10 mil- 
lion with Madoff has already received $5.3 million from the trustee, including SIPC 
advances. Further, SIPC took the position that every single asset of the Madoff firm 
was purchased with stolen money, so all recoveries, of any nature, should go into 
the “fund of customer property.” SIPC thus pays every cent of the administrative 
expenses in that case. 

In addition, based substantially upon painstaking research by the trustee’s staff 
and paid for by SIPC, the United States Attorney for the Southern District of New 
York has amassed a sizable sum which comprises a forfeiture fund. Distribution of 
that fund, which is in excess of $4 billion, has not yet begun. 

The SIPA trustee is engaged in extensive litigation which, if successful, will ben- 
efit those who have not yet received all of their net funds invested with Madoff. 

In summary, the trustee has maximized the returns to victims given the tools 
available to him. He has worked in cooperation with regulatory and criminal au- 
thorities, and will continue to do so. There will be additional distributions as more 
funds are added to the fund of “customer property.” 
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MF Global Inc. 

On October 31, 2011, the SEC notified me at 5:20 in the morning that the cus- 
tomers of MF Global were in need of the protections of the SIPA statute. After re- 
ceiving authority from SlPC’s Chairman within the hour, the SIPC staff mobilized 
and initiated a liquidation proceeding for that firm that afternoon. This is the 
eighth largest bankruptcy in history. 

The results in the MF Global case are stunning. All securities and commodities 
customers have been paid in full. Last week, the trustee commenced the final dis- 
tribution to general creditors, who will receive 95 cents on the dollar. Bankruptcy 
Judge Martin Glenn recently stated that “At the outset of the case, nobody thought 
that customers would recover everything they lost.” 

The trustee and SIPC litigated a number of issues interpreting SIPA, some of 
which were issues of first impression, and have been uniformly successful. 

In short, the process worked, and worked well. 

SlPC’s Financial Condition 

In January 2009 some Members of the Committee expressed concern about the 
financial condition of SIPC. I am pleased to report that SIPC has performed all of 
its statutory duties during the financial crisis, and that it continues to be in sound 
financial condition. In December 2008, the SIPC Fund stood at $1.7 billion. Imme- 
diately upon the commencement of the Madoff case, the SIPC Board prudently in- 
creased the assessments on SIPC member firms to .0025 percent of net operating 
revenues. At the close of 2014 SIPC had $2,152 billion. Even including all expenses 
of the financial crisis, this demonstrates that SIPC has the ability to raise funds 
as needed to protect customers and meet its statutory obligations. The SIPC Board 
has currently set a “target” balance for the SIPC Fund at $2.5 billion, which 
matches the increased line of credit SIPC has with the United States Treasury. 

New Cases 

Since December 2012, SIPC has initiated four customer protection proceedings, 
each of which is very modest in size. SIPC was able to serve as trustee in three 
of the cases, and use the statutory “direct payment procedure” in the fourth case. 
This has had the effect of expediting claims determination and satisfaction, in order 
to return customer assets as promptly as possible. Indeed two of those cases have 
already been brought to a conclusion. To put these cases in perspective with the 
cases discussed above, the combined cost to SIPC of protecting customers and ad- 
ministrative expenses in these four proceedings is approximately $7 million. 

Are there speeific SIPC reforms that SIPC and Congress should consider 
and why? 

Action on SIPC Nominees: 

The Committee can assure that SIPC is in a position to be a rapid response team 
by moving the nomination of SlPC’s directors. 

I noted above that SIPC was able to initiate a customer protection proceeding for 
MF Global in a matter of hours. SIPC, by Bylaw, has delegated the authority to ini- 
tiate a customer protection proceeding to the Chair. For more than a year, SIPC 
has been without a Chair, or a Vice Chair to serve as Acting Chair. That means 
that today SIPC might not be as nimble as it was on October 31, 2011, when I con- 
tacted SlPC’s then Chairman for authority to protect investors in the MF Global 
case. With no Chair or Vice Chair, should that same urgent situation arise today 
I would have to call a meeting of the entire Board, on literally no notice. 

Thus, I urge the Committee to move the nomination of SlPC’s vacant director po- 
sitions forward. 

The SIPC Task Force, Rulemaking, and Legislation 

In February 2010, SlPC’s Board created a SIPC Modernization Task Force to for- 
mulate possible improvements to SIPA. In February 2012, the Task Force made a 
number of recommendations, five of which would require legislative change, and one 
of which required a rule change. (Nine recommendations, which could be imple- 
mented as a matter of policy, have been adopted.) 

The SEC, working with SiPC, did institute a rule change requiring the inde- 
pendent auditors of SIPC member brokerage firms to file copies of their Audit Re- 
ports with SIPC. This program is part of an “early warning system” that gives SIPC 
the opportunity for informed discussion with regulators and self-regulators, who are 
responsible for notif3dng SIPC concerning brokerage firms that may pose a risk to 
investors. 

After extended discussion the Board determined not to propose legislation that 
would increase the maximum level of protection, and eliminate the distinction in the 
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levels of protection for cash and securities. Among the reasons for the Board’s deci- 
sion was that such legislation would create disparate levels of protection offered by 
the FDIC and SIPC which could cause disruption and confusion, and also create in- 
appropriate incentives to move funds from banks to brokerage firms. The Board also 
determined not to expand protection to participants in pension funds on a pass 
through basis. 

The Task Force also suggested legislation setting a minimum assessment on SIPC 
members of the greater of $1,000 or 0.02 percent of members’ gross revenues from 
the securities business. Further, the Task Force suggested legislation authorizing 
the use of the “Direct Payment Procedure” where customer claims aggregate less 
than $5 million. The Board discussed these proposals but deferred formally recom- 
mending a separate bill on these more minor matters until an appropriate oppor- 
tunity arises. 

Restoring Main Street Investor Proteetion and Confidenee Aet 

While the letter inviting me to this hearing did not ask me to address the Restor- 
ing Main Street Investor Protection and Confidence Act, S. 67, that proposed legisla- 
tion is relevant in the overall context of this hearing. Accordingly, Attachments A 
and B provide an analysis of that proposal. 

I hope this summary has been helpful to the Subcommittee. I would be pleased 
to answer any questions the Subcommittee may have. 


Attachment A 

Concerns Respeeting The Proposed Restoring Main Street Investor Protee- 
tion and Confidenee Aet (S. 67) 

The “Restoring Main Street Investor Protection and Confidence Act” contains pro- 
visions that have a number of what appear to be unintended consequences. Some 
of the concerns presented by the proposal include: 

• The bill requires SIPC to accept as accurate financial statements known to be 
intentionally fraudulent. Under the bill, SIPC must accept whatever statement 
a thief issues to his customers. 

• The bill legitimizes Ponzi Schemes by guaranteeing that the Scheme’s non-exist- 
ent trades at backdated stock prices giving rise to phony profits are backed by 
Federal taxpayer funds. 

• The bill makes Ponzi Schemes a better investment than legitimate securities 
market trades by, among other things, eliminating market risk. 

• The bill’s limitations on the Bankruptcy Code’s “avoidance powers” in a SIPA 
case result in demonstrably inequitable distributions of “customer property.” 
For example, had Mr. Madoffs fraud been detected and closed a mere 2 days 
later, the $175,000,000 in checks on his desk would have gone to arbitrarily fa- 
vored clients at the direct expense of other clients to whom the funds actually 
belonged. This was more than half of the liquid assets the firm had when it 
failed. Further, as the United States Court of Appeals for the Second Circuit 
correctly noted, “any dollar paid to reimburse a fictitious profit is a dollar no 
longer available to pay claims for money actually invested.” 

• The bill provides a complex mechanism for honoring a fraudulent final account 
statement in the interest of equity. In reality, this is an invitation to extended 
litigation by various claimants with disparate, conflicting and competing inter- 
ests in a finite corpus of customer property. This will delay the timely return 
of customer property to injured victims. 

• The bill gives unprecedented and unlimited power to the SEC to compel the ex- 
penditure of both private and public funds. That power includes the authority 
to require SIPC to initiate the liquidation of any brokerage firm or other insti- 
tution regardless of whether statutory criteria are met. 

• The bill gives the SEC unlimited authority to change the definition of the term 
“customer.” 

• The bill renders the SEC’s authority unreviewable by the judiciary. 

• The bill operates retroactively. It would throw the Madoff case, and the remark- 
able results achieved to date, into chaos and uncertainty. 

• The bill forbids using a trustee on two SIPA cases simultaneously. This elimi- 
nates efficiencies and denies customers the benefits of expertise in the most sig- 
nificant cases. SIPC has six ongoing proceedings. Only one individual serves in 
more than one case. SIPC matches the size and resources of the trustee and 
the trustee’s counsel with the nature and scope of the problem. 
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• The bill makes it impossible to determine future costs and risk. 

The bill would reverse the judicial outcome in the Stanford-Antigua Bank 
Fraud Case. 

SIPC declined to initiate a customer protection proceeding for the Stanford Finan- 
cial Group in connection with the Stanford-Antigua Bank Fraud. For the first time 
in SIPC’s history, the SEC sued SIPC to compel SIPC to begin a proceeding. The 
District Court and Court of Appeals examined the circumstances and considered the 
legal issues in the case and determined that the victims of the Stanford Antigua 
Bank Fraud were not “customers” that SIPA was designed to protect. 

The Restoring Main Street Investor Protection and Confidence Act, S. 67, would 
require SIPC to underwrite, guarantee, and pay the debt obligations, represented 
by Certificates of Deposit of the Stanford International Bank, a foreign bank in an 
offshore tax haven. The Antiguan Bank CD purchasers knowingly sent their money 
away from a SIPC member to an Antiguan Bank where, in the words of the SEC, 
the claimants received “high rates of return on CDs that greatly exceeded those of- 
fered by commercial banks in the United States.” 

While SIPC has sympathy for the victims of the Stanford and any other fraud, 
SIPC was not designed to refund the original purchase price of a bad investment, 
even where the investment was induced by fraud. 
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DATI; September 28. 2015 

TO United States Senate Subcommittee on Securities. Insurance and Investments 
FROM Sigmund S. Wissner-Gross. Esq. 

REMARKS OF SIGMUND S. WISSNER-GROSS, ESQ. 

OF BROWN RUDNICK, LLP 

1 thank the Subcommittee for the opportunity to address the Subcommittee 
on the critically important subject of oversight of the Securities Investor Protection 
Corporation (“SIPC”). My statement set forth below addresses the three questions 
posed in Senator Crapo’s September 17, 2015 letter. 

I am a senior litigation partner in New York City at the international law 
firm of Brown Rudnick, LLP, where 1 serve as Co-Chair of the firm’s Commercial 
Litigation department, Over the course of my thirty-three year legal career, I have 
specialized in litigating complex securities and related business litigation. I appear 
before the Subcommittee in my individual capacity, and not on behalf of my law 
firm. As a result, the views expressed herein are my own views, and are not 
presented as the formal position or views of Brown Rudnick. 

During the period from 2000-2006, 1 acted as lead counsel on behalf of 
numerous defrauded investors in litigating against the SIPC-appointed Trustee over 
a range of customer coverage disputes in the SIPA matter of New Times Securities 
Services, Inc. (“New Times”). New Times involved a classic ponzi scheme run by 
William Goren, the owner of New Times, a Long Island based broker-dealer. For 
several hundred customers, many elderly and retirees of very modest means, Goren 
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embezzled iheir life savings, instead of purchasing as promised mutual fund shares 
or shares of a purported (but non-existent) money-market fund named “New Age 
Securities Money Market Fund.”' 

Although the New Times matter was pre-MadofT and involved embezzled 
customer funds on an order of magnitude far less than the Madoff ponzi scheme 
and other mega-ponzi schemes that have imploded in recent years, the lessons of 
the New Times matter, and the fight I had to pursue to attempt to secure a recovery 
for six years on behalf of defrauded Goren investors, are instructive to the 
questions this Subcommittee has raised. Moreover, although SIPC’s involvement 
in the Bernard L. MadolT Investment Securities and Lehman Brothers Inc. 
proceedings (and MF Global Inc. beginning in 201 1) have dominated the press in 
recent years, the reality is that prior to and after those notable filings many of the 
approximately 328 SIPA proceedings that have occurred since passage of the 
Securities Investor Protection Act of 1970, 15 U.S.C. § 78aaa, el seq. (“SIPA”) 
have not been mega-bankruptcies, and have involved embezzlement schemes on an 
order of magnitude such as was evident in New Times. I also recognize that there 
are years when there are no SlPC-initiated new customer proceedings. On the 
other hand, it has become increasingly evident, as reflected in SIPC’s 
unwillingness to initiate SIPA proceedings in cases such as the Stanford Group 
Company (a SIPC member), where SIPC’s decision to challenge the Securities and 
Exchange Commission’s (“SEC”) request that SIPC initiate a SIPA proceeding 
was sustained by both the District Court and the District of Columbia Court of 
Appeals, SEC v. 5/PC, 758 F.3d 357 (D.C. Cir. 2014), that a careful review needs 
to be made as to whether SIPA needs to be more equitable and fairly reflect the 
reality of how investors need to be protected against broker-dealer failure that 


' Goren dominated and controlled both New Times and his related New Age entities, with assets commingled and 
used both New Times and New Age to perpetrate his fraud. 
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occurs as a result of fraud and/or abuse. Indeed, as SIPC acknowledges ever)' year 
in its Annual Report, SIPA’s "purpose is to afford certain protections against loss 
to customers resulting from broker-dealer failure and, thereby, promote investor 
confidence in the nation’s securities markets.” To the extent that SIPA has not 
provided adequate protection to customers, it needs to be amended; to the extent 
SIPC has not sufficiently acted to promote "investor confidence” in the nation’s 
securities markets, it needs to be overhauled, or as has been suggested in some 
recent legislative proposals, the SEC needs to be given a greater role in 
determining when intervention by SIPC is warranted or in the selection of the 
critical role of a Trustee when a SIPC-initiated proceeding occurs. 

While my primary' experience with SIPC was confined to a six-year period, 
during which we ultimately prevailed in forcing the SIPC-appointed Trustee to 
first, consent to bankruptcy consolidation that resulted in the SIPC-appointed 
Trustee conceding that the defrauded investors were “customers” for purposes of 
SIPA and thereafter we were able to obtain a recovery for most of such investors,^ 
I believe that the New Times matter is illustrative of the fight that defrauded 
investors have had to battle in other SIPA proceedings. 


* Wc did not prevail, unfortunately, in securing SIPA recover)- for a widow and a single mother who was battling 
cancer in recovering her investment losses a(ter Goren defrauded her to invest In his bogus money market fund, then 
“to<*” such non-existent investment and •'rolled It” over Into a promissory note investment. See In re Sew Times 
Securiiies Services. Inc . el a!, v James Giddens. et al, 463 F.3d 125 (2d CIr. 2006). One of the claimants. Mary 
Ann StalTtml, had invested S75.000 with Goren to purchase money market funds. Goren embezzkd her monies. 
After embezzling such funds. Goren ctmvinced Ms. Stafford to "seir such money market shares (which, in fact, did 
not exist) and '■reinvest the proceeds in interest-bearing promissory notes, with Goren and the Debtor as the 
obliges.” Thou^ Ms. Stafford clearly was defiauded, and her initial investment in the non-existent money market 
fund was cleariy an SIPA-covered investment her decision to "seir' the non-existent money maiiet investment and 
invest in a non-existing transaction with Goren. according to the SIPC-appointed Trustee (James Giddens), 
disqualified Ms. Stafford from ’“customer" status and therefore from SIPA-protcction. Ms. Stafford, a single mother 
who was battling cancer, and desperately needed such funds to survive, was a victim of both Goren's fraud and 
SlPC's refusal to embrace her customer status. While the Second Circuit reversed a District Court ruling in ^vor of 
Ms. Stafford and ultimately endorswJ SlPC’s position, it was. in my view, unconscionable for the SIPC-appointed 
Trustee and SIPC to have iken such a harsh, unfair and inequitable approach to Ms. Stafford's claim. 
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In New Times, the investors were individuals of modest means, including 
many retirees who had invested their life savings with Goren— my clients included 
a retired plumber who was a Holocaust survivor and lost his entire life savings of 
several hundred thousand dollars investing in Goren’s non-existent money-market 
fund; a couple from Brooklyn who sold their home (their largest single asset) and 
invested the proceeds of the sale (several hundred thousand dollars) into Goren's 
fictitious money-market fund as a purportedly safe harbor while trying to figure 
out where to further invest the proceeds; a Long Island businessman, who invested 
over $500,000 (his life savings) into Goren’s money-market fund, etc. It was not 
in dispute that Goren preyed on the most innocent of victims, and that instead of 
purchasing any securities, Goren embezzled investor funds, and sent phony 
confirmations of trades that were never executed, and phony account statements, 
until his fraud was exposed. For his part, Goren pled guilty to his criminal conduct 
and was sentenced to 87 months in federal prison, 

The procedural history of the New Times matter, and of certain of the issues 
I litigated to the United States Court of Appeals for the Second Circuit, are set 
forth in the Second Circuit’s ruling, a copy of which is attached to this witness 
statement. See In re New Times Securities Services, Inc., 371 F.3d 68 (2d Cir. 
2004) (“New Times 1”), annexed as Exhibit A hereto.^ 

My conclusions at the time, based on my dealings with SIPC, the SIPC- 
appointed Trustee, and the SEC in connection with the New Times matter were as 
follows: 


’ A copy of a subsequent New Times ruling, involving claims of defrauded investors discussed in footnote 2 above, 
is annexed as Exhibit B hereto. See in re Sew Times Securities Services, inc . et u/ v. James Giddens. et ai.. 463 
F.3d 125 (2d Cir. 2006) ("New Times 11"). 
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• Even after “customer” status was recognized, the SIPC-appointed Trustee 
vigorously fought individual customers on establishing their losses, 
which required my negotiating with counsel to the SIPC-appointed 
Trustee on a one-off basis for numerous customers affected.'' I found, at 
times, that SI PC w as making concerted efforts to avoid payments being 
made to the defrauded customers. The defrauded customers were both 
bewildered and frustrated that, at every step of the way, we had to battle 
the Trustee to secure recoveries for them. 

• In the case of the issue of whether investors who invested more than 
$100,000 in Mr. Goren’s fictitious money-market account (and lost in 
most cases, their entire life savings) were entitled to a claim for cash (i.e, 
subject to an existing $100,000 cap’) or a claim for securities (i.e., 
subject to a $500,000 cap), I was forced to litigate that issue against the 
Trustee through three courts over several years — the Bankruptcy Court, 
the District Court for the Eastern District of New York and the Second 
Circuit, before the Trustee (after losing three times) finally relented and 
agreed to pay such defrauded investors their out-of-pocket losses up to 
$500,000 per investor, as directed by the Second Circuit. The Bankruptcy 
Judge originally assigned the case expressed such frustration at the 
conduct of SIPC in trying to thwart the innocent victims of Goren’s 
criminal conduct that he recused himself from the case, indignant over 
the recalcitrance of SIPC and the SIPC-appointed Trustee in recognizing 
the right of Goren’s innocent victims who were deceived into investing in 
New Age (i.e., not have their undisputed out-of-pocket losses capped as 


* While icchnically SIPC "recommends" appoinlmem of a trustee to the Court in practical realny. the trustee is 
■'appoinicd" by SIPC. 

* In 2010. the cap for claims for cash was increased from SlOO.OOO to $250,000. 15 U.S.C. § 78flT-3. 
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“claims for cash”). After the Bankruptcy Judge recused himself, the 
District Judge withdrew the bankruptcy reference for the case and 
decided the issue favorably for the investors. For its part, the SEC did 
not get involved in formally expressing a position on the issues, until at 
the direction of the Second Circuit, the SEC was instructed to submit a 
formal written position on the issues on appeal to the Second Circuit. I 
then was asked by the SEC to come to Washington, D.C. and meet with 
the SEC and its general counsel to explain our position on the appeal. 
We were ultimately successful in persuading the SEC to endorse our 
central argument, namely that defrauded investors who invested in what 
they understood to be a legitimate (but it turned out non-existent) money- 
market fund were entitled to be treated as having claims for securities and 
to receive up to S500,000 for their respective losses. The SEC, in turn, in 
its submission to the Second Circuit, embraced our core contention that 
the defrauded investors who believed they had purchased shares in what 
proved to be a non-existent money-market fund, were entitled to have 
their claims treated as claims for securities, and receive their net cash out- 
of-pocket loss up to $500,000 each, respectively. 

• I found the role of the SEC to be somewhat dysfunctional. While the 
SEC had oversight responsibility in the matter and was entitled to 
intervene in the matter, they were detached from the day-to-day issues, 
and on the appeal, it was only when the SEC was directed by the Second 
Circuit to state a fonnal position that it finally entertained and ultimately 
supported our arguments on behalf of the defrauded investors. As the 
Second Circuit in New Times I noted, “it appears that the SEC generally 
adopts a hands-off approach with respect to SIPC liquidations (and 
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litigation).” It was clear to me that far greater SEC oversight is needed 
for SIPC’s handling of such cases. 

• While counsel selected by SIPC to act as Trustee in my case is an 
excellent law firm, I found that, in reality, they acted on all key decisions 
at the direction of SIPC, and forced the defrauded investors, many of 
whom elderly and virtually all of very limited resources, to fight until the 
Court pressured the SIPC-appointed Trustee and SIPC to relent and 
acknowledge customer status and cover customer claims. While the 
Trustee is supposed to be acting independently of SIPC, in my 
experience, the Trustee in fact looked to SIPC for guidance and direction 
on virtually every position the Trustee took. I would encourage 
legislative consideration of ways to ensure greater independence of 
trustees who are appointed, with a mandate to tnistees to focus on 
maximizing investor recoveries. One sensible suggestion would be to 
transfer Irom SIPC to SEC authority to nominate to a Court persons for 
appointment as trustee for the liquidation of a debtor’s business and as 
attorney for the trustee, and to ensure the independence of such trustee 
during the process of such trustee acting in such role. 

• There also is clearly a need, based on my experience, for other reforms of 
SIPA - as noted, the SEC needs to be much more actively involved in 
oversight of SIPC; the ability of the SEC (as well as SIPC) to apply for a 
protective decree on a SIPC member’s behalf, as proposed in the 
proposed "Restoring Main Street Investor Protection Act,” would help to 
avoid the unfortunate and unsuccessful result as occurred in the effort of 
the SEC to seek a court order (opposed by SIPC) compelling SIPC to 
liquidate a member broker-dealer, Stanford Group Company. See SEC v. 
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Securities Inreslor Protection Corp., 758 F.3d 357 (D.C. Cir. 2014); the 
definition of “customer” for purposes of the SIPA statute needs to be 
expanded to embrace a wider net of defrauded investors w ho should be 
protected by SIPA’s safety net; as in the case of Ms. Stafford noted above 
in .New Times II (a single mother, battling cancer, who was denied SIPA 
coverage even though her “nest egg” of $75,000 was embezzled by 
Goren after she thought she had purchased money-market fund shares), 
SIPC and any SIPC-appointed trustee should be required by statute to 
presume SIPA coverage in the many gray areas that exist where, due to 
the nature of how broker-dealer fraud is perpetrated, a particular 
investor’s situation falls in a gray area where the SIPA statute and 
applicable regulations do not provide clear guidance. SIPC, in my 
experience, has focused more on it efforts to limit tapping of the reserve 
fund available to SIPC than in making every effort to ensure that 
defrauded customers are covered to the maximum amount possible. The 
proposed expanded definition of customer in the “Restoring Main Street 
Investor Protection and Confidence Acf’ would further the needed 
protection. Inasmuch as innocent investors, and in particular the elderly 
and retirees, are extremely vulnerable to investment fraud perpetrated on 
them to entice them to invest significant funds (often life savings) into 
investment schemes or programs that prove to be bogus, or are otherwise 
at risk of embezzlement of their investments, SIPA needs to be flexible 
enough to ensure that the reasonable expectations of investors are 
properly protected. A more elastic definition of “customer” or customer 
covered “claims” to equitably and fairly protect defrauded investors is 
w arranted. I would endorse many of the proposed reforms set forth in the 
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proposed “Restoring Main Street Investor Protection and Confidence 
Act,” S. 67, 

I thank the Subcommittee for its time and consideration of the foregoing 
remarks. 

Respectfully submitted. 

M 

Sigipund S. Wissner-Gross 
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37iP-3d68 

United States Court of Appeals, 

Second CircuiL 

In re: NEW TIMES SECURITIES SERVICES, INC 
and New Age Financial Services, bic., D^ors. 
Myma R. Jacobs, Simon and Hel^ Novedc, 
Miriam Sddenbei^ Felice Linder, Angelo Scariata, 
the Rose Marie Ceparano Irrevocable Trust, 
the Estateof Allan A. Blynd, Salvatore and 
Stella DiGiorgio, Project Earth Environmental 
Fhndraisers, Inc., New Yoii Optical, Inc, the Carl 
Carter Inevocable Trust, Craig Roffman, Ellen 
Esdien, and Jill Gundry, Claiinants-Appellees. 

Dodret No. 02-6166. | Argued: June 26, 
2003. I Last Supplemental Briefis Filed: 

July 22, 2003. I Decided; June 8, 2004. 

Syuoptii 

Backgreund: Poichasers ofbogus securities filed objecticns 
to Securities Investor Protection Coiporarion's (SIPC) 
classiScation of their clauns in liquidadon proceeding under 
Securities Investor Protectioa Act The United States District 
Court for the Eastern District of New York, Thomas C. Platt, 
206 FSnpp.2d 344, sustained purdiaseis' objections, and 
appeal was taken. 


Holdings: The Court of Appeals, Straub, Ciicuit Judge, 
addressmg issues of first impression, hdd that: 

[1] SIPCs interpretation of SIPA was not entitled to 
deference 

[2] Securities and Exchange Commission's (SEC) 
mteipretabon of SIPA was entitled to limited Skidnon 
deference 

[3] purchasers had “claims for securities*’ rather than “claims 
for cash” under SIPA; and 

[4] purchasers' claims were required to be valued according 
to the amount they initially paid for the securities. 

Affirmed in part; vacated and remanded in part 


Attoneys and Law Firms 

*70 James B. Kobak, Jr., Hughes Hubbard & Reed. LLP. 
New York, NY. for Appellant James W. Giddens as Trustee 
for foe Liquidation of New Tunes Securities Services, loc., 
and New Age Financial Services, Inc. 

Karen A. Crqrlan, Securities hvestor Protection Corporation 
(Steptoi P. Hatbeck, General Counsel, on the brief), 
Washington, DC, for Appellant Securities Investor Protection 
Corporation. 

Sigmund S. Wissner-Gross, Heller Horowitz & Feit, P.C., 
New York, N.Y. (May Orenstein, Heller Horowitz & Feit, 
P.C., New York, NY, Ted A. Berkowitz, Faircl Fritz, P.C, 
Uniondale, NY, on the brief), for all Qaimants-Appellees 
ofoer than Jifl Gundry. 

Giovanni P. Prerioso, General Counsel, Securities and 
Exchange Cmnmisskm (Jacob H. Stillman, Solicitor, Hope 
Hall Augustiru, Senior Litigatioa Counsel, on foe brief), 
WashingUin, DC, for amicus curiae Securities and Exchange 
Commission. 

*71 Before: STRAUB and POOLER, Circuit Judges, and 
HURD, District Judge.* 

Opinion 

STRAUB, Cucuh Judge. 

The Claimants-Appellees (the “Claimants’^ whose 
reimbursement is foe subject of fois appeal are individuak 
arui entities foat were fiaudulendy induced by William Goren 
to purchase shares in hogas mutual funds offered by his 
investmeat companies, New Times Securities Services, Inc 
CT^cw Times’) and New Age Financial Services, Inc. (T'lew 
Age*) {collectively, foe “Ddilors"). After Gorco's kng- 
running scheme was exposed, foe United States District Court 
for foe Eastern District ofNew York (Thomas C. Platt, Jud^ 
) ordered foat foe assets of New Tunes and New Age be 
Kquidaled pursuant to foe Securities Investor Proteetkm Act 
of 1970 (“SrPA*), 15 U.S.C. §§ 78aaa-780/(2003). 

In foe coarse of that hquidation, foe SIPA Trustee coocluded 
foat foe Claimants were eligible to receive cash advances 
fiom foe Securities Investor Protection Corporarion (“SIPC”), 
but foat they had “claims for cash” subject to a $100,000 
reimbursement limit under SIPA. He set foe vahw of foe 


Westla-.vNext 0 2015 Thomson Reuters. No claim to original U.S. (Sovemnent Works. 
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dainos at the amoust of nxmey tiut the Ctaunaots paid to 
die Debitors to purchase die bogus funds. Hw Qairoaots filed 
objections to the Trustee's determinadons and the District 
C^mt sustained the objectioDS, bolding diat (i) the Oaimasts, 
in fact, had “claiins for securities" eligible for much more 
generous SIPC advances of up to $500,000, and (ii) the 
claims were p ro p erly valued according to the equity positions 
reflected in the Claimants' 6nal account statements from 
die Debtors, which included interest and fictitious dividend 
reinvestments. The Trustee and SIPC appeal from diat ruling. 

This appeal requires resolutkin of issues of first impression 
ii the Second Circuit We hold tod^ that the District Court 
properly determined that the Claimants had ‘Claims for 
securities” under SIPA but we find diat the District Court 
erred by calculating die value of diose cUdns by reference to 
die fictrtioos account statements diat the Claimants received 
fiom the Debtors. Instead, each Claimant's net equity should 
be calculated by reference to the snount of money the 
Claifflants originally invested with the Debtors (not including 
any fictitious interest or dividend reinvestments). In so 
holding, we decBne to adopt SIPC's narrow reading of the 
relevant SIPA provisions and, instead, defer to die SECs 
persuasive interpretation of the statute. 


BACKGROUND 


A. Geren'i Fraud 

From (pprorimately 1983 until 2000, dirough New Tunes 
and New Age, Goren defrauded hundreds of Long Island 
and (Queens, New York invest05 out of approxiroately $317 
million. ^ Goren's scheme was muldfieeted. He solicited 
customers ofNew Age and New Times to invest in (i) one or 
more non-cdstent money market funds (ofien called theNew 
Age Securities Mcney Market Fund), (ti) shares of bona fide 
mutual funds (from, e.g., The Vanguard Group and hitnam 
Investments), diat were raver, in fact, purchased, and (in) 
fraudulent promissory notes issued by Goren and/or New 
Age. Instead of investing these custmners' *72 frmds as 
represented, Goren misrppropriated the money. ^ 

On Fdiruaiy 1 7, 2000, die SEC filed a complaiid in the United 
Stales District Court fr)r the Eastern District ofNew York 
against Goren and New Age (nd naming New Tunes as a 
relief defendant), all^g vidations of the Securities Acts 
and seeking jneUminary and permanent iiqunctive relief. The 
following day, the District Court (Thonoas C. Platt, Jud ^ ) 
issued a preliniinary injunctioo freezing Goren's assets and 


appointed a temporary receiver for New Age and New Times. 
Goren eventually pleaded guilty to securities fraud charges 
arising from his role in orcfaestratiog and operating this far- 
reai^g scheme. He is currently serving an 87-mondi prison 
sentence. 


B. The SPA Liquldatioo 

On May 18, 2000. die District Court ordered diat New 
Times, a registered member of SIPC, ^ be liquidated pursuant 
to SIPA. Upon die recommendatkio of SIPC, the court 
appointed James W. Giddens to serve as the Trustee for the 
New Times liquidarion. The proceeding was referred to the 
United States Bankruptcy Court for the Eastern District of 
New York (Stan Bernstein, Bankruptcy Ju ^ ). (New Age 
remained in receiversh^ under die jurisdictioD of die District 
Court) 

Duririg a standard SIPA liquidation, die trustee must ‘‘satisfy 
net equity claini$ofcu$tomer$”oflfae failed brdcer-dealer. 15 
U.S.C. § 78fTIlaXIXA)-(B). Each customer's “net equity” is 
“the dollar amount of the account or accounts of a customer, 
to be determined by calculating the sum which wodd have 
been owed by die debtor to such customer if the debtcv had 
liquidated, by sale or purchase on the filing date, all securities 
positions of such customer” corrected for “any indebtedness 
of such customer to the debtor on the filing date.”^ Id. $ 
78i//(ll). These net equity claims are paid first by a pro rata 
distribution *73 of“cu$tonierproperty, "which isdefinedas 
“cash and securities” held by die ddrtor (excluding any ncm* 
n^tiable securities held in a particular customer's name). Id. 
5 78/// (4). 

SIPC maintains a substantial reserve fund that is supported 
by assessments on SIPC memben' revenues and by interest 
generated from its investments in U.S. Treasury notes. ^ See 
id § 78ddd(aX (cX see abo Sec htveOor Proi Corp. v. 
EDO S^dman, LIP, 222 F.3d 63, 66 (2d Cir.2000); U.S. 
GENERAL ACCOUNTING OmCE, PUB. NO. GAO-03- 
811, SEC INVESTOR PROT.: UPDATE ON MATTERS 
REUTED TO THE SIPC 8 (2003). avadabk at hOp-JI 
www.gao.gov (“2003 GAO REPORT). To die extent that a 
customer's net equi^ exceeds his ratable share of customer 
property, the trustee m^ use SIPC advances from this fund to 
ps^ customers in cash or to purchase replacement securities 
loriciBtoiwr.* 15 U.S.C. 5§ 78ff^2((0, 78ff^3(a). 

These SIPC advances are subject to ora of two limits under 
SIPA, which is why the determination of wbedier a customer 
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hss a ‘'claim for ca&b” or a “claim for securities” must 
be made. SIPA provides that Ae “SIPC shall advance to 
tbe trustee such mooeys, not to exceed $500,000 for each 
customer, as may be retpnred to pay or otbenrise satisfy 
claims for the amount by winch llie net equity of each 
customer exceeds Us ratable share of customer property.” 

U. § 7$fff-3(a). however, any portioa of that claim is a 
“claim for cash, as distinct fiom a claim for secuiities, the 
amount advanced to satisfy such claim for cash shall not 
exceed $1 00,000 for each such customer.” Id. $ 78fff-3(aX 1 ). 

Early in the New Timts liquidation, the Trustee’s review 
of the operations of New Times and New Age “revealed 
extensive iotenningling of foe two entities in communications 
with the public.” Br. for Appellants James W. Giddens and 
SIPC at 5. As a result, with the approval of SIPC, the Trustee 
“moved for an order substantively consolidatiDg the estates 
of New Times and New Age so as to maximize recovery 
to victims of Goien's fraudulent activities, intq)ectrve of 
whether they bad dealt wifo New limes, tbe broker-deder 
entity or New Age, the non bioker-deder entity.” Id. The 
SEC filed a brief in support of such a ooosobdatioa, and 
on November 27, 2000, tbe Bankruptcy Court granted foe 
Trustee's motion. As a resdt, foe assets and liabilities of foe 
two entities were pooled and foe combined estate has since 
been administered by foe Trustee under foe jurisdiction of foe 
Bankruptcy Court Customer daims have been determined 
according to SIPA and foe debtor, for SIPA purposes, 
includes bofo New Times and New Age for claims arising 
after April 19. 1995, wUchisfoedatethatNewTimesbecame 
an SEC'iegistercd broker-dealer and a member of SIPC. 

CTbe Trustee's Detcrmiaatioi: XttaKsforCask’vs. 
"CkimsforSaufities’* 

Over 900 daims have been filed in foe bquidation proceeding. 
The fourteen Claimants whose reimbursement is foe *74 
subject of this appeal are among 174 claimaots who, 
fisudalendy induced by Goren, “invested" in his bogus 
ttmey market fonds C*the Funds” or “the New Age 
Funds”).^ It is worth notmg foat there is no suggestion that 
any of foe Claimants, many of whom were elderly retuees, 
had any su^don of Goteo's criminality or of foe non- 
existence of the New Age Funds in whicb be claimed to have 
mvested foeir money. To tbe cootnty, all of the Claimants 
have indicated that they believed they were investing in low- 
risk, conservative money market mutual funds. 


To be dear— and this is the crucial foct in this case— foe 
New Age Funds in which foe Oaimants invested never 
existed. They were not organized as mutual funds, fo^ 
were never regbteied with foe SEC and they did iwt issue 
any of foe requisite prospectuses for investee. Although 
tbe Claimants received oonfomatioDS and monthly account 
stotomeots indicating that their initial payments to tbe Ddrtors 
(and fictrtioas dividends) were invested in foe New Age 
Funds, in reality, Goren had embezzled foeir money. 

Because the claims were for oon-existcot securities, foe 
Trustee conduded during the liquidation proceedings that the 
Claimants had “claims for cash” (eligible for only $I00.(X)0 
in cash advances) and be valued those claims according to 
tbe amount paid to foe Ddrtors for the purchase of the bogus 
shares, less any wifodrawals or redemptions by foe Claimants. 
Amounts shown oo foe Claimants' account statements as 
dividends or interest earned on foe bogus funds were not 
included in foe calculus. SEC v. Goren, 206 F.Sapp.2d 
344, 347 (E.D.N.Y.2002). The Trustee made it dear to tbe 
Claimants that any amounts foey were owed in excess of 
$100,000 would be treated by foe Debtors' estate as general 
unsecured claims, but the Trustee “waned tbe Claimaots foat 
foe consolidated New Age and New limes estate would likely 
lack funds to satisfy any general unsecured claims.” Af 

Meanwhile, investors who were misled by Goren to believt 
that th^ were investiog in orutual funds that in reality existed 
were treated much more favorably. Alfoou^ foey were 
not actually invested in those real funds— because Goren 
never executed foe tnnsactioos— foe infonnatioo foat these 
claimants received on their account statements “minoied 
what would have happened had foe given transaction been 
executed.” Br. for Appdiants James W. Giddens and SIPC 
at 7 n. 6. As a result, foe Trustee deemed those customers' 
daims to be “securities claims” eligible to receive up to 
$500,000 in SIPC advances. Id. Tbe Trustee indicates font this 
disparate treatment was justified because he could purchase 
real, existing securities to satisfy such securities claims. Id. 
Furthermore, foe Trustee notes that, if foey were checking 
00 foeir mutual funds, tbe “securities claimants,” in contrast 
to the “cash claimaots" bringing this rq>pea], could have 
confirmed the existence of those funds and tracked foe funds' 
performance against Goreo's account statements. Id. 

D. The District Court Dedaion 
Thereafter, foe Oaimants filed written ot^ectkms to bofo (0 
tbe Trustee's detennioation of foeir claims as cash daims 
and (ii) Us refusal to oompertsate them for interest and 
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dividoxi reiDvtstiDeiJts. See Gorai, 206 F.Sapp.2d at 347. In 
response, the Trustee Qobed by SIPC) moved for an *75 
order upholding his detennisatioo. Id. While these objections 
and motions were pending, Bankruptcy Judge Bernstein 
recused himsdf from die case. Id at 348. Thereafter, District 
Court Judge withdrew the reference and took exclusive 
jurisdiction of the SIPC proceeding. Id 

After reviewing the matter, the District Court denied the 
Trustee's motion and sustained the Claimants' objections 
B a Mi^ 28, 2002 Memorandum and Order. The court 
determined that the Claimants had claims for securities and 
that the value of those claims could be derived ftom the 
Claimants' equi^ positions as stated in their final account 
statements (induding the fictitious interest and dividend 
reinvestments). Id. at 3S1>52. Ihe court estplained that, in 
keeping with SIPA policy goals, this result lums on the 
transaction notice provided to customers and their legitimate 
expectations” and 'yomotes investor confidence.” Id at 351 . 
The District Court relied on the “Scries 500 Rules,” 1 7 C J.R. 
§§ 300.50l>>.503, in reaching tins conclusion.^ Goren, 206 
F.Si^.2d at 350 (explaining that, under the Series 500 
Rules, “rece^ of written confirmation of the purchase or 
sale of a security generally determioes what type of cldm 
customers bold”). In the District Court's view, tiie Trustee's 
detcrminatioD erroneously “hingefd] on the unilateral actions 
of tte firaudfeasor who embezzled his cKents' ftmdi” Id at 
351. 

The Trustee and SIPC promptly filed a Joint Notice of 
Appeal. On June 2003, responding to our request, the SEC 
filed an ankus brief in partial siqipoit of the Daifflants and 
in partial si^rt of tiie Trustee and SIPC. 


DISCUSSION 

This appeal presents several issues of first impression in 
this CircuiL First, we are called upon to detennine whether 
die Claimants should be treated as having “claims for 
securities" under section 9(aXI)of SIPA, 15 U.S.C § 78(If- 
3(aXI), which are eligible for SIPC cash advances of up 
to $500,000, or as having “daims for cash,” which are 
eligible for reimbursement capped at $100^)00. Second, if 
tiie District Court properly held that the claims were “claims 
for securities,” we must evaluate whether the District Court 
properly calculated tire Claunants' “net equity” by referring 
to the fictitious secuities positkms reflected in the Claimants' 
account statements (which included artificial interest and 


dividend reinvestments). Finally, in the course of addressing 
these novel issues of statutory i nte rpre tati on, we confront the 
still tiiomier question of whether and to what degree we ou^ 
to defer to the SECs interpretation of the relevant pmvisknis 
of SIPA when it directly ccntnuHcts SIPCTs reading of the 
statute. 

I. THE CONFLICTING INTERPRETATIONS OF 
SIPA 

We review de novo the District Courts conclusions of law, 
includmg its interpretation of SIPA and die Series 500 Rules. 
SeeGuraryv. Nu-Tedi Bio-Med, Inc.. 303 F.3d 212. 219 (2d 
Cir.2002), cert denied, 538 U.S. 923, 123 S.a 1583, 155 
LEd.2d 314 (2003); Levy v. Souihbrook Inti Ihv.. Lid. 263 
F.3d 10, 14 (2d Cir.2001), cert denied, 535 U.S. 1054, 122 
S.Ctl91l,lS2L.EA2d82l(2002). 

*76 In this case, the SEC has outlined an interpretation 
of section 9(aXl) of SIPA tiiat plainly oonilicts with the 
interpretation being pressed by SIPC and the Trustee. ^ All 
three agree, however, that (i) tiie Claimants were “customers” 
punuant to SIPA because they “dqiosited cash with the 
debtor for the purpose of purchasing securities,” 1 5 U.S.C. § 
Wl (2X Cti) the securities in questiem did not exist and, thus, 
could not be liquidated or replaced by the Trustee (iii) the 
Series 500 Rules do not govern this case; and (iv) the Trustee 
properly measured tiie Claimants' “net equi^ by reference 
to the amount of money tiiey paid to Goren and the Dditors 
to purchase the bogus funds. 

At tiiis point, tiie interpietatians diverge. The Trustee 
and SIPC work backward from the determination of the 
Claimants' “net equity,” which is tiie sum they would have 
been owed by the D^tors if the IMitors had liquidated, on 
the filing date, aD of die Oaimants' securities positions. See 
15 U.S.C. § 78Ji/ (I I). Because here tiiert were no securities 
to liquidate, the Trustee had to value the claims according to 
the amount of “cash” that the Claimants initially paid to the 
Debtors for their investments in the New Age Funds. For that 
reason, SIPC and the Trustee conclude the claims are properly 
viewed as cash claims under section 9(aX I ) and, tiros, limited 
to $100,000 in SIPC advances. See id § 78fff-3(aXI). 

The SEC rgects tins outoomeoriented test, instead focusing 
on Congress's intent in creating the distinction between 
the two types of claims and, derivatively, on satisfaction 
of the customer's legitimate expectations. According to the 
SEC, the Claimants tiiould be treated as having “daiins for 
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seccrities''— regardless of tbe that die secorities were 

fictitkius— because they received purchase coaffaniatiocs and 
account statements from Goren and the Debtors. Br. for 
Amicus Curiae SEC at 2, 8. 

Before we consider wbedier and to what d^ree we ou^ 
to defer to either mteipretation, we must examine the 
relationship between the SEC and SIPC. 

a THE RELATIONSHIP BETWEEN SIPC AND THE 
SEC 

A.SIPA 

[1] By die expKcrt language of SIPA, SIPC is nor “an 
agency or estabKshment of the United States Government** 
15 US.C § 78occ(aXIXA)- SIPC asserts dial ahbou^ 
it is not an agency *'per se,” it is. under SIPA, *'an 
bdependeot corporatkm*' endowed widi “its own voice and 
responsibilities in die conduct of liquidations and payment of 
net equity clauns from the SIPC Fund.** Letter from Harbecfc, 
General Counsel, SIPC, to the Court of 7/3A)3 (*11arbeck 
Letter**), at 1. Acoonfing to SIPC, die SEC “possesses 
potential supervisory authority in some but not all areas 
of SIPCs operadons.** Id. (citing 15 U.S.C. § 78ggg(c)). 
Although we agree with SIPC that die drafters of SPA clearly 
envisiooed roles for bodi die SEC and SPC in administering 
the statute, ’ ' see 3 *77 THOMAS LEE HAZEN, UW 
SECURTHES REGULAHON $ 14.24 (2002), we End that 
Cor^ress dehlierately limited the authority of SPC relative 
to the SEC. 

The Supreme Court held in Securities Investor Protection 
Corporation v. Barbour. 421 U.S, 412, 95 S.Ct 1733, 44 
LEd.2d 263 (1975), that SPA invests the SEC with “ 
"pleoaiy authority’ to siqiervise the SPC.** /<£ at 417, 95 
S.Ct 1733. Indeed, SPA drafters seem to have anticipated 
“substantiaT and “vigorous" ovcrsi^t of SPC by die SEC. 
H.R. REP.NO. 91-1613, at 11-12 (1970), reprfB/ed in 1970 
U.S.CC.A.N. 5254, 5265 (eiqilaioing that SPA provides for 
“substantial oversight on the part of the Cknunission over the 
conduct ofdie affairs of SIPC**); ill at 5266 (noting that the 
House Committee on Interstate and Foreign Commerce “not 
only directs, but expects the Commissioo to use its oversi^ 
in a vigorous, but (air, manner**); see also Sec. Investor ProL 
Coip. V. OiarismSec. Carp., 506F.2d 1191, 1196 &n. 7 
(2d Cir.1974) (“In fret, it is contemplated that the SEC will 
exexeise a supervisory role over SPC performance.”). 


For example, although SPA provides SPC widi the powc 
to adopt, amend or r^ieal bylaws and roles as “necessary or 
appropriate” to ftirfrer the piuposes of SPA, 15 U.S.C $ 
78ccc(b)(3), (4), the SEC may disapprove any such bylaw in 
whole or in part, and any pressed rule or rule change must be 
Sled with and ^oved by the SEC before it takes effect, uL 
§78ccc(eXIXA). (2). Indeed, the Series 500 Rules, I7C.F.R. 
§§ 300.500-503, which the District Court held govern this 
case, see Goren, 206 F.Supp.2d at 350-51, were proposed 
by SPC and qiproved by the SEC in just that manner, see 1 7 
C.F.R. § 300. 1 00 (explanatory note). SPA also empowers the 
SEC to take an even more proactive rule-making role: “The 
[SEC] may, by such rules as it detennines to be necessary or 
appropriate in die pubhe interest or to cany out the purposes 
of diis chapter, require SPC to adopt, amend or repeal ar^ 
SPC bylaw or rule, whenever adopted." 1 5 U.S.C. § 78ccc(e) 
(3) (enqihasis added). 

In addition, the SEC m^, “on its own motion," (Be an 
appearance in any SPC-initiated proceeding and “may 
thereafter participate as a parly." Id § 78eee(c). Even more 
signiftcantly, “[i]n die evoit of die refusal of SPC to commit 
its funds or otherwise to act frr the pretection of customers 
of any member of SPC,” SPA audiorizes the SEC to seek 
a oouit order “requiring SPC to discharge its obligations 
under [SPA] and for such other relief as die court 
deem ^ropriate to cany out die purposes of [SPA].” Id 
§ 7Sggg(b); see abo Barbour. 421 U.S. at 417-18, 95 S.a 
l733;3HAZEN,siq>ni;S 14.24. 

B. Deference to SPC’i Interpretatioi b laappropriate 
in this Cue 

Shortly after SPC was formed, this Court cooskbred, in 
an entirely different *78 context, die degree of deference 
that should be accorded to SIPCs interpretatioo of a 
different provision of SPA. Noting its “frmiharity widi SPA 
liquidations," SPC argued that it should be given deference 
on a par widi that given to an SEC interpretation. Sec. Investor 
ProiCorp.v.OiarismSec.Corp.. 506F.2d 1191, 1196 (2d 
Cir.1974). The Charisma Seemdes court noted diat while 
SPCs expertise “should be accorded weight by a district 
judge,” the court was “hesita[nt] to draw die analogy between 
the Corporation and die SEC," because the “SPC is not 
an independent regulatory agency, ... nor hu it yet had the 
opportunity to establish a long history of knowledgeable and 
conscientious performance as has the SEC.”’^ Id.;seeabo 
In re Uoyd Sec. 163 B.R. 242, 253 (Bankr.E.D.Pa.1994) 
(stating diat because SPC is “not a governmental agency, 
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it cenJK>t take advant^ of the impbcit defotoce which 


must be accorded to fedenl agencies' interpretadoos of their 
own patment statutory schemes and operative administiative 
Ttgii]aSaom'\<^dinpart.rev'dinp^ 183 

B.R. 386 (E.D.P8.I995),a^d: 75 F3d 853 (3d Cir.1996). 

Mhot^ SIPC DOW has the Instory of knowledgeable and 
conscientious performance'" under SIPA that it lacked when 
Ourisna Secmtia was decided, its status vis-i-vis the SBC 
—and as a non-agency— has not changed. SIPC argues that 
oAer govenuDent-created coiporatioDs have been accorded 
Chevnwi-style deference, see Harbeck Letter at 6 (citing 
Pension Baufit Guar. Corp. v. LTV Carp., 496 U.S. 633, 
1 10 S.a 2668, 1 10 L.Ed.2d 579 (1990); Velazquez v. Ugfd 
Servs. Carp., 164 F.3d 757 (2d Cir.l999X affd, 531 U.S. 
533, 121 S.a 1043, 149 L.Ed.2d 63 (2001)), but we find 
that die entities at issue in those cases are dissimilar to 
SIPC in critical respects. The Penskm Benefit Guaranty 
Corporation (*TBGC”) was established as an enti^ ‘Vithin 
the D^tartment of Labor," with Ae power "to adopt, amend, 
and tepeaT necessary "bylaws, rules, and regulations." 29 
U.S.C § 1302(a), (bX3). As such, we have characterized 
PBGC as a "federal agency." Jones & Laugfilk Howfy 
Pension Plan v. LTV Corp., 824 F.2d 197, 201 (2d Or. 1 987); 
see aiso LTV Corp.. 496 U.S. at 647, 110 S.a 2668 
(repeatedly characterizing PBGC as an agency). SIPC, on the 
odrer hand, does not have similar authority. 

With respect to the Legal Services Corporation (“LSC"), 
toe otoer government-created corporation dted by SIPC, the 
SEC notes that although LSC is not a government agency, 
it is unlike SIPC because "its enabling statute gives it final 
authority to promulgate rules." Letter fiom Ptezioso, General 
Counsel, SE(^ to toe Court of 7/21/03 (Tbtaoso Letter^, at 
8. We agree. See Texas Rural Legal Aid, Inc, v. Legal Servs. 
Corp., 940 F.2d 685, 689-90 (D.C.Cir.l991) (accordtog 
Qrevron deferance to LSC mteapretation because, although 
LSC is not an agency, Xonpess has entrusted LSC wito 
toe du^ to administer the [Legal Sendees Corporation] Act 
and ... has delegated to LSC toe authcrity to fill any gap left ... 
by Coogtts" throu^ "notice-and-commeot rulemaking ..., 
indicating tirat Congress intended that it be treated for these 
purposes like an *79 agency of toe government") (citations 
and internal quotation marks omitted). 

This case is also distingubbable from LTV Corp. and 
V^azquez because the SEC— the rgency with " ’plenary 
authority’ to supervise toe SIPC," Barbour. 421 U.S. at 
417, 95 S.a 1733— has profiered a competirg view of 


the meaiung of toe statute. The Trustee and SIPC suggest, 
however, that the SEC’s oversght and rule-making authority 
hassomdrow atrophied because, in toe over ihitty years since 
SIPA's creation, it has never been exercised meaningfully. 
Harbeck Letter at 2. While toe SEC's historically laissez- 
fidre qiproach to its SIPA responsibilities is relevant to our 
deference analysis, see infra at 80-83, we do not believe it 
has effected toe shift in toe balance of power between toe two 
oiganizatioos that SIPC and the Trustee seem to envision. 

[2] XaOmv.kmdlP.UFrois Builder, Inc..‘B\T.U 
219 (2d Cir.2002), we addressed a similar problem where 
"two administrative agents"— the Secretary of Labor and 
toe Occupational Safety and Health Review Commission— 
offered competing views of toe statute at issue. Id. at 226. 
We held toat the very first step of toat deference analysis 
required a choice between toe two agencies: "For purposes 
of [toe defeiertee] analysis, toen, we must first decide to 
which administrative actor— toe Secretary or tiie Commsskn 
—Congress 'delegated authority .. to make rules canying 
the fmee of law.’ Only toen can we decide toe nature or 
extent of toat deforence." Id. (quoting Umted States v. Mead 
Corp.. 533 U.S. 218, 226-27, 121 S.a 2164, 150 L.Ed.2d 
292 (2001) (citation omitted)). While SIPC clearly plays an 
essentid administritive rule, Omgress deliberately chose not 
to grant SIPC sgcncy authority, see 15 U.S.C. $ 78ccc(8XI) 
(A), and instead invested "plenary authority" over SIPA wito 
the SEC, Sartottr, 421 U.S. at 417, 95 S.a 1733. Ibus, 
while SIPCs proposed constructioo of toe statute is a relevant 
part of our analysis— and will cerlamly inform the level of 
deference we accord to the SECs reading of the statute— it is 
not an interpretation to which we must necessarily defer. 

We confine our bolding to the unique focts of tois case 
where toe SEC has offered a competing and more persuasive 
interpretation of the statute. Wedorwtconsiderwbatmeasure 
of deference anSIPC intenrretation might wsrant under other 
ciieumstances, e.g., when it alone speaks to toe meaning of 
oiieofttsrules.Our(tedsi<nmC/uruinaSr<:«ri^ *81 
that general question open and we do so here as well 

[3] Ultimately, we ^ree with the SEC that "[w]hatever 
SIPCs expertbe in overseeing SIPA Bquidatioas, Corgress 
did not intend for toe Commission's interpretations of SIP A to 
be overruled by deference to toe entity toat was made subject 
to toe Commission's oversi^t" Ptezioso Letter at 8. The SEC 
has also highlighted to^ under the statuteny sdieme, if SIPC 
filed a proposed rule toat set forto its current mterpretation 
of section 9(aXI) of SIPA, 15 U.S.C § 78ffr-3(aXIX toe 
Commission would, after considering wbetoer toe proposed 
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mle was coosisteot wilfa SIPA and is the pubGc isterest, have 
authority to deny ^iproval of such a rule. M Even more 
compelling, the SEC argues that it could require SIPC to 
adopt a rale that sets forth what the SEC believes is the 
approfniate interpiesation of section 9(aXl). Id. We agree diat 
deference to SIPC, under toe cucumstances presented here, 
would in^ermissibly undermine toat statutory hieraiehy. 
Whether the SEC interpretation of section 9(aXI) deserves 
deference (ram this Court is a separate question to which we 
now turn. 

m. THE SECS ESTERPRETATION IS PERSUASIVE 
AND MERITS SKIDMORE DEFERENCE 

A. Mandatory Chevron Deference Is Unwarnuited in 
this Case 

[4] The fust question we must ask in toe deference analysis 
B Nrhether Congress has directiy ^en to toe precise 
question at issue." Chevron U.SJ., Inc. v. Natural Res. 
D^. Council, Inc.. 467 U.S. 837, 842, 104 S.a 2778, 81 
L.Gd.2d 694 (1984). Of coune, if congressional intent could 
be discerned from toe face of SIPA, our deference inquiry 
would be over because ‘Ibe court, as well as the agency, 
must give effect to the unambiguously expressed intent of 
Orngress.” Id. at 842-43, 104 S.CL 2778; see also Vnhed 
States V. Gayle, 342 FJd 89, 92 (2d Cir.2003) (^Statutory 
construction b^ns with toe plain text and, if that text is 
unambiguous, it usually ends toere as wdl.”). SIPA does not 
address the precise issue presented in tins case. The statute 
fails to provide any definitioo of a “claim for cash.” See 
IS U.S.C. § 78171 None of tire provisions outlines how toe 
Clainttnts— who were tiaudulentiy misled to invesf their 
money in Goren's bogus securities— should be treated. This 
is precisely toe ^ of “mteratitiaT question anticipated by 
Oievron and its progeny. See, eg., Barnhart v. Walton, S3S 
U.S. 212, 222, 122 S.a 1265, 152 LEi2d 330 (2002). 

[5] In light of toe statute’s silence, and because we have an 
agency inteipntatioo of sectkm 9(aXl) of SIPA, 15 U.S.C. 

§ 78fff-3(aXiX the second Chevron step requires that, as 
opposed to proceeding to construe toe statute ourselves (as 
we usually would), we must determine whether toe SECs 
mterpretation “is based on a permissible constroctioa of toe 
statute." Chevron, 467 U.S. at 843, 104 S.Ct 2778. “If toe 
administrator’s reading fills a gap or defines a term n a way 
that is reasonable in light of the legislature's revealed desigp. 
we give the administrator's judgment 'controlling wei^l’ 

” NationsBank of Nrnlh Carolina, NA. v. Variable Annuity 
Ufefns. Co., 513 U.S. 251, 257, 1 15 S.a 810, 130L.Ed.2d 


740 (1995) (qitoting Chevron. 467 U.S. at 844, 104 S.a 
2778); see also SEC V. Zandford, 535 U.S. 813, 819-20, 
122 S.a 1899, 153 LM2d I (2002) (explammg that SECs 
interpretation of“toe ambiguous text of $ 10(b) disentitled 
to deference if it is reasonable'’). 

There are several reasons that toe mandatory deference 
envisioned by Chevron would be inappropriate here. Brst, 
altixrugh the SEC has clearly had the power *81 to draft 
rules to address this ambiguity in SIPA, toe interpretation 
proffered in its brief has never been articulated in ai^ 
rale or regulation. As tiie SEC admits, “[ojtoer toan 
the Series 500 Rules, which the Commission does not 
interpret to cover Sctitious securities, the Commission has 
not defined by regulation toe terms in Section 9(a).” Prezioso 
Letter at 6. In Urdted States v. Mead Corp., 533 U.S. 
218, 121 S.a 2164, 150 LEd.2d 292 (200IX the Supreme 
Ccnat explained that it “ha(s] reco^iized a very good 
indicator of delegation meriting Chevron treatment in express 
congressional autoorizations to eng^ in the process of 
rulemakmg or adjudkatioo that produces reguladons or 
rulings for which deference is claimed.” Id at 229, 121 
S.Ct 2164 (emphasis added). While the toct that toe SEC 
interpretation has not been expressed in toe form of a rule or 
regulation crafted alter notice and comment does not akme 
determine toe ai^hcabilityofChevroi!, see idl at 230-31, 121 
S.a 2164; Walton. 535 U.S. at 222, 122 S.a 1265, taken 
togetoer wito the factors discussed infra, it counsds against 
affording Chevron deference to the SECs interpretation. 

SecMd, it appevs that the position taken by the SEC in its 
brief is one that it has 1X4 previously articulated m ony form. 
QC Local 70S. InflBhd. ofTeamsters v. DanH 439 U.S. 55 1. 
566 & n. 20, 99 S.a 790, 58 L.Ed.2d 808 (1979) (ooting 
that “considerable weighf is given to “an administrative 
agency's consistent, longstaruBng inteipretation of the statute 
under whicb it operates") (emphasb added). To be clear, 
while the SECs articulation of this position is new, toe 
issue certainly is not The SEC acknowledges that SIPC 
has long held its position regarding the treatment of non- 
existent securities. SIPC first articulated tins argument— 
that a churn for fictitious securities is properly treated as 
a claim for cash— in cases toat arose over a decade ago. 
See Plumbers and Sieamfjtters Local 490 Severance and 
Ret. Fund v. Appleton (In re First Ohio So, Co.), Na 93- 
3313, 39 F.3d 1181 (table), 1994 WL 599433, at *1 (6to 
Cir. Nov. 1, 1994) (unpublisted deciskin) (finding that “toe 
only legal conclusion possible" where daimants sought SIPC 
advances for securities that “never even existed” was toat toe 
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dainos were “for cash" and oot “for securities”), cert demed. 
514 U.S. 1018, 115 S.a 1362, 131 L.Ei2d 219 (1995^ 
Applaon V. Hardy (In re First Ohio Sec. Co.), No. 590-0072 
(BanlcrN.D.C^ Dec. 1, 1992) (unpuUisbed order affiimmg 
trustee's determination that a clairo for non-eristent securities 
is a “claim for cash”). SIPC also apjprised the SEC of its 
position on this issue in its 1993 and 1994 Annual Rqwrts. 
HarbeckLetterat9. 

Third, the SEC concedes that its new interpretatioo of SIPA 
has been expressed “for the first time ... in an amicus brief 
filed at die request of this CouiT and that, under diose 
cuaimstances, its inteipictatkin “may not be entitled to 
Chevron defererKe.” ^ezioso Letter at 6. As we observed 
m Callaway v. CommissUmv, 231 F.3d 106 (2d Cir.2000X 
die Siqireme Court has “accorded deference, even to agency 
mterpretations ^ipearing for dm first time in an omictff 
brief^ wboe there ‘is singly no reason to suspect that the 
inteipretatioo does not reflect the agency's fiur and considered 
judgment on die matter in question.’ A new, and therefore 
incoosistent position, may yet be ‘fair and considerei’ ” 
M. at 132 (chatioQS omitted); see aiso Cedar R/^rids Onty. 
Sdi. V. *82 Garra F. ex reL Cfczrfeae F., 526 U.S. 
66. 74-75 n. 6, 119 S.a 992, 143 LEd.2d 154 (1999X 
Auer V. Robbins. 519 U.S. 452, 462, 117 S.a 905, 137 
LEd.2d 79 (1997). But cf. Christensen v. Harris Couity, 
529 U.S. 576, 587, 120 S.a 1655, 146 L.Ed.2d 621 
(2000) ( “Interpretations such as those in opinion letters— 
Uce interpretations contabed in policy statements, agency 
manuals, and enforceroent guiddines, all of which lack the 
force of law— do not warrant Cbevron-^^le deference.”). 
The SEC's opinion is certainly not the sort of “ ‘post hoc 
rationafization’ ... todefend past ^ency action against attack" 
about which the Siqneme Court has registered conceriL 
Auer. 519 U.S. at 461-62, 1 17 S.a 905 (citation omitted). 
We have no reason to doubt that the SECs interpretatioo 
was the product of careful consideration. And the SECs 
familiarity with this case from hs inception lends credence 
to its view. Neverlbdess, the SEC submitted its brief onfy 
after being invited to do so (and only once this diqiute 
reached appeal). Indeed, in some cases, we have decimed 
to consider arguments raised for die first time in an ai^llate 
amicus brief. See, tg.. Concourse Rduib. & fhtrsing Or., 
Inc. V. DeBuono. 179 F Jd 38, 47 (2d Cir.1999). TTris, then, is 
anodier consideratioo that wei^ against Chevron deference. 

Finally, the SECs historical relationship witii SIPC and 
SIPCs arguably greater familiarity with the provisions of 
SIPA are yet additional reascms to decline to apply Oievnm 


deference to die SECs interpretation of SIPA. Chevron 
deference is predicated, in part, on the perceived s^ierior 
expertise of die agency in question. See Pension Ben^ Guar. 
Corp. V. LTV Carp., 496 U.S. 633, 651-5^ 110 S.a 2668, 

1 1 0 L.Ed.2d 579 (1 990) ( “[Pjractical agency expertise is one 
of die principal justifications behind Chevron deference.”). 
With respect to SIPA and the determinations made by 
the Trustee and SIPC during liquidation proceedmgs, the 
SECs role involves more removed ovenighL bdeed, if the 
conduct of this litigation is any indtcation, it qipcvs that 
the SEC generally adopts a hands-off approach with respect 
to SIPC liquidations (and litigation). As a result, die SECs 
“expertise” in this context is aiguabty less compelling dian 
it would be with respect to those portions of the Securities 
Exchange Act as to which it takes a more proactive day-to- 
ds^ role. (^. Bowen v. Am. Hasp. Ass'n, 476 U.S. 610, 643 
n. 30, 106 S.a 2101, 90 LEd.2d 584 (1986) (noting that 
where the Dqiartment of Health and Human Services was 
one of twenty-seven agencies re^nsible for promulgating 
regulations forbidding discrimination, ‘Iheie is not the 
same basis for deference predicated on expertise as we found 
[inOievrtw)"). 

For diese reasons, we find that the “informal opinion” 
proffered by the SEC in its amicus brief “lacb the force of 
law” and thus does not warrant Chevron deference. Chao, 291 
F.3dal227. 

B. Skidmore Defereace Is Appropriate 
(6) [7] The fact that (Ttevroa is inapplicable to this case 

does not mean that the SECs interpretation will merit no 
deference *83 whatsoever. Instead, it warrants the more 
limited standard of deference adopted by the Supreme Court 
in Skidmore v. Swifi & Co.. 323 U.S. 134, 65 S.a 161, 

89 LEd. 124 (I944X See Umted Stales v. Mead Corp., 533 
U.S. 218. 234, 121 S.a 2164, 150 L.Ed.2d 292 (2001) 
^Chevron did nothing to eliminate Skidmore 's bolding 
that an agency's interpretation may merit some deference 
whatever its form, given the ‘specialized eqierience and 
broader investigations and information’ avaiUbie to the 
agency.”) (quotir^ Skidmore, 323 U.S. at 139, 65 S.a 
161); Esden v. Bank of Boston, 229 F.3d 154, 169 n 19 
(2d Cir.2000X cert, denied, 531 U.S. 1061, 121 S.a 674, 
148 LEd.2d 652 (2001X As the Skidmore Court explained, 
the level of deference owed to any particular interpretation 
depends tqion “toe thorou^mess evident in its consideration, 
the validity of its masoning, its consistency with earlier and 
later pronouncements, and all those factors which give it 
power to persuade, if lacking power to control.” 323 U.S. at 
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140, 65 S.a m ; see also Mead, 533 US. at 239, 121 S.a 
2164. b Community Health Center v. ^son-Coker, 311 
F.3<1 132 (2d 0.2002), we outlbed the &ctora that inform 
our Shdmore analysis, including ‘‘the agency's expertise, the 
care it took in reaching its conclusions, the formality wiOi 
whkb it pionmigates its interpretations, the consistency of 
its views over time, and the ultimate persuasiveoess of its 
arguments." at 138, 65 S.Ct 161. 

Applyii^ the Commtatify Health Center (actors in diis case, 
we fmd that several bctors— most notably the persuastveness 
of the SEC^ interpretation— weigh in favor of deference to 
the SECs reading of section 9(aXI) of SIPA, 15 U5.C. 
§ 78fIT-XaXI)- Under the federal securities laws, Ae SEC 
is responsible for regulating brolcer-dealers, admnisteriDg 
be securities exchanges and protecting the public interest. 
The protections outlined in SIPA are merely one aspect of 
tins much broader l^islative scheme. Albou^ the SEC has 
not always played a direct role in administenng SIPA, its 
general oversi^t of the securities laws gives it expertise that 
merits some degree of deference. We decline to accord the 
SEC interpretation be "considerable deference” it requests, 
because the SEC has not had be land of history of consistent 
interpretation of section 9(aXI) bat prompted our holding in 
Community Hedtk Center. See 31 1 F.3d at 139. As we did 
in 0)mmunity Health Center, we decline to determine "be 
exact molecular weight of be deference” to be accorded to 
be SECs position wibout analyzing be persuasiveness of its 
interpretation (be final SHdmore factor). Id, at 137-38, 65 

s.a 161. 

C The SEC'i ‘‘Clainu for Secoritlea” Antlyiis Is 
Persoasire 

The SEC disagrees whh SIPCs "clauns tor cash” analysis, 
asserting that be mere fact that be Claimants^ net equity 
is determined by be amount of cash paid for the securities 
does not mean btf be Claimants have claims for cash within 
be meaning of section 9(8X1). Br. for Amicus Curiae SEC 
at 17. Albou^ it notes bat be "SIPCs desire for cash- 
versus-securities consstcn^ among be various pmvisicos 
[of SIPA] is not an unreasonable q>proach,” the SEC argues 
that be provisions relied upon by SIPC to supply this 
definition do not mention be terms "claim for cash” or "claim 
for securities.” /d. at 14. In foct, be "net equity” definitioii, 
15 U.S.C. S 78/i/ (I IX upon which SIPC heavily rehes, 
does not even use be word "cash.” None of be provisioDs 
relied upon by SIPC iHuminate be definition of a "claim for 
cash.” 


1. Ihe SECs InterpretatioH FurAen SIPA's Investor 
Protection Goals 

[8] Examination of SIPA's l^slative history reveals tirat 
the SECs interpretation *84 is better tailotd to be original 
aiffls of SIPA's drafters. Congress enacted SIPA in 1970, in 
response to "a rash of failures among securities brolcer-dealers 
in be late 1960$” that bad resulted in "significant losses to 
customen whose assets dbcr were unrecoverable or became 
tied iq) in be broker-dealers' bankruptcy proceedings.” Sec. 
Investor Prot. Corp. v. BDO Seidman, LLP, 222 F.3d 63, 
66 (2d Cir.2000X The statute was "deseed to effect two 
aims.” RR. REP. NO. 91-1613, at 2-4 (I970X reprinted 
in 1970 U.S.C.CA.N. 5254, 5257. First, be legblation 
immediately established "a substantial reserve fond .. [to] 
provide protection to customers of broker-dealers ... to 
reinforce be confidence that investors have in be U.S. 
securities markets.” Id. Second, SIPA "strei)gthen[ed] ... 
be financial reqxinsibilities of broker-dealers.” Id. Later 
amendments to be statute have reiterated this emphasis on 
investor protection, b 1978, be statute was amended to, 
inter alia, "iDcrease[ ] be amounts available to be distributed 
in liquidations to each customer from $50,0(X) to $100,000; 
DO more ban $40,000 (instead of be present $20,0(XI) is 
available to satisfy claims for cash."** S. REP. NO. 95- 
763, at 2 (1978X reprinted in 1978 U.S.C.C.A.N. 764, 765. 
Hiese and ober changes included in be 1978 amendments 
were intended to address be perceived "fimitations ... 
upon SIPCs ability to provide be type and degree of 
protection for securities customers for which SIPA was 
enacted. Specifically, bese bnoitatioos in some cases impair 
the satisfaction of customers' claims as folly, promptty 
and efficiently as the Committee believes is desirable.” Id. 
These statutory goals— promotiDg investor confideiice and 
providing protection to investors— are better served by be 
SECs broader reading of section 9(aXlX See Tch&^nin 
V. Knight. 389 U.S. 332, 336, 88 S.a 548, 19 UEdJd 564 
(1967) ("We are guided by be familiar canon of statutory 
constructkio bat remedial legisbrion should be constraed 
broadly to effectuate its purposes.”) (interpreting be 1934 
Securities Exchange ActX 

2, The Legistarive History of Seriion 9(aXl)ofSIPA 
Su/^wts the SECs IntapretoMon 

The disdnctioa between "claims for cash” and "claims for 
securities” in section 9(aXI) was introduced into SIPA 
shcntiy before be Illation was passed. It appears to have 
been intended to address concerns raised during be drafting 
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pn)cm ^ die DepotmeiA of the Treasuiy anl the 
Governonoftfae Federal Reserve. In April 1970, the Acting 
GeneralCouttseloftheDqiartmentottheTreasuiy *85 sent 
letters to the chairmeo of the relevant committees of boA 
the Senate and die House stating that Treasury opposed the 
bills, in part because the proposed limit on cash advances 
of $50,(X)0 per account far exceeded die $^,000 limit per 
account on covers provided FDIC and FSUC, and, 
drus, “could be construed as an indication that the Federal 
(jovemment attaches greater importance to the preservatioo 
of public confidence in broker-dealers than to the preservation 
of confidence in die banking system."^ Federal Broker- 
Dealer Instmmce Corporation: Hearmp on S. 2i48, 3988 
and 3989 B^ore the Subcomm. on Sec of the Senate Comm, 
on Banking and Curr&icy, 9l8t Cong. 79-80 (1970) (letter 
fiom Er^ert to Sparkman); Seconder Investor Frolection: 
Hearings on HR, I3S0S, I7S8S. 18081, I8I09 and I84S8 
B^ore the StAcomm, on Commerce and the House 
Comm, on Interstate and Fore^ Commerce, 91st Cong. 
148-49 (1970) [hereinafter House Subcommittee Hearings ] 
(letter from Englert to SUggers). The Vice Chairman of the 
Board of Governors of die Federal Reserve System made 
a similar observation— that the proposed SIPC “insniance” 
would be “more generous than coverage afforded depositors” 
under the FDIC and FSUC— in a July 1970 letter to the 
House Committee. House Subcoimittee Hearb^, supra, at 
145-47 (letter from Robertson to Stagers). He indicated, 
however, that the Federal Reserve Board recognized that 
“coverage of customers of broker-dealers cannot be entirety 
parallel to that afforded dqiositors in banks, because the 
broker performs a custodial function— as an integral part 
of customer account services— in bolding customers' fully 
paid securities in safekeeping.” Id. He proceeded to explain 
that “(t|be accounts of customers of broker-dealers thus 
reflect pardy depository claims (credit balances) comparable 
to claims insared by the FDIC and partfy custodial claims 
compar^le not to deposits but to bank trust accounts.” bL 

Notwithstanding this disparity, both bills emerged from their 
respective committees without modificarion of the $50,000 
Kmil. «e 1 16 CONG. REC. 39,358 (Dec. 1, 1970) (draft of 
RR 19333, 91st Cong. § 6(eXI) (1970)); UL at 40,865-66 
(Dec. 10, 1970) (draft of S. 2348, 9l5l Cong. § 35(mXl 1) 
(1970)), and the House bill containing the 150,000 limit was 
passed on December 1, 1970, id. at 39,369-70. AtaDecember 
10 debate, however, the Senate adopted an amendment 
proposed by Senators Mchrtyre and Muskie to reduce the 
“maximum insurance-type piotectioQ” for all SIPA claims 
from $50,000 to $20,000 in order to “bring investor protection 


in line with the protections which die Congress has already 
made available to depositors in banks and duueholders in 
savings and loan associations.” Id. at 40,872 (statement of 
Sen. McIntyre). Another senator, after observing that it was 
reasonable to reduce the “coverage for cash" to $20,000 to 
“bring[ ] it in line with die insurance covers for cash 
deposits" in odier institutions, inquired whether “it mi^t be 
more acceptable and nxire efficient in restoring confidence 
if the figure in die original bill with respect to securities 
only were left at $50,0(XI and the $20,000 spplied to the 
cash.” Id. (statement of Sen Bennett). After considerable 
driiate, the Senate passed die amended version— reducing 
*86 all claims to $20,000— but with an understanding that 
the issue of a provision with separate limits for cash and 
securities would receive further examination in conference. 
/(iat40,87>-77. 

Shortly thereafter, die Coaference Committee reported that 
it had adc^ted the two-tiered system envisiooed during 
the Senate debates, distinguishing the amount of piotectkio 
available for securities claims from that available for cash 
daims. CONF. REP. NO. 91-1788, at 3 (1970), reprinted in 
1970 U.S.C.CAN. 5281, 5283 CTbe Conference substitute 
continues die $50,000 limitation, but provides further that, 
insofar as all or any portion of a customer's claim is for cash 
(as distinct from securities), die amount advanced for such 
daim to cash shall not exceed $20,000.”). The revised bill 
(H.R.19333) was passed by bodi chambers and signed into 
law on December 30, 1 970. 

[9] In light of tiiis Ustoiy, we are persuaded by the SECTs 
view that the dichotomy between “claims for cash” and 
“claims for securities" in section 9(aXl) of SIPA, 15 U.S.C. 

§ 78fIT-3(aX 1), was introduced “to distinguish die custodial 
functions of a broker-dealer widi respect to securities from 
the broker-dealer's depository-like functioos with respect to 
cash deposits.” Br. tor Amicus Oiriae SEC at 1 2. The “dainis 
tor cash” carvemut in section 9(aX I ) “was intended to ... limit 
the protection of a brokerage firm customer who uses his 
account as a depository for cash to the same protection for 
that cash that bank depositors receive under FDIC covers^.” 
Id. Adopting tins view of tiie statuto, we find that because 
the Qaimants directed that die money they placed with the 
Ddrtors be used to purchase securities— and, irqiortantty, 
because tiiey received confirmations and account statements 
reflecting such purchases— they are not the types of cash 
depositors envisiooed by the drafters of the “claims for cash” 
provision. 


Westla-cvNext 0 2015 Thomson Reuters. No claim to original U.S. (3ov6mnent Worics. 


10 



60 


In n Ntw TimM $«curftiM S«rvic««, hie^ 371 F4d 66 (2004) 
S(l Sea LR«p.P 82.838. 43 Bankr.CiC^ 


3. TTu Series 506 Suf^rt m Oiacome Based on the 
CUmaiits' Legitimese Ejqtectadorts 
As a final source of support for its positkia, the SEC cites the 
Series 500 Rules. Under the Series 500 Rules, whether a claim 
is treated as one for securities or cash depends i»t on what is 
octually in the customer's account but on what Ae customer 
has been toM by tl« debtor ill written confirmations. Thus, if 
the dd)tor sends a written confirmation to die customer diat 
the securities in the customer's account have been sold, then 
die customer has a ‘'claim for cash,” even if the sale never 
took pbce (unless there is a ccntract for the sale). 17 C J.R. 

§ 300.501(a). The customer is also viewed as having a “claim 
for cash” even if he or she placed an order for die purchase of 
securities unless (0 the d^rtor has sent a written confirmatioo 
of the purchase; or (ii) the securities have become “die subject 
of a ccuDpleted or executory contract for purchase.” 1 7 C J.R. 

$ 300.501(b). (Aversely, another rule makes clear diat if 
the customer's account actually holds cash but the customer 
received fiom the debtor a written confirmation ofa securities 
purchase, then the customer has a “claim for securities” to the 
liquidation. I7CJ.R. § 300.502(aXI). 

[18] TheCIaimants assert diat “the Series 500 rules, by their 
plain language, unambiguously apply to the classification 
iKue presented here.” \^ssner-Gross Letter at 2. While the 
Clairttants are correct that the Series 500 Rules address the 
circumstance of non-existent trans<Ktms. there is nothing 
in the rules suggesting their qipbcability to cases involving 
non-existent securities. The SEC and SIPC both indicate diat 
the Rules were promulgated to resolve wbedier a claim is for 
*87 securities or cash when a transaction in real securities 
straddled the filmg date and do not govern transactiaDS 
nvolving ficfidous securities, and we defer to dieir shared 
Bitetpreladon because we do not find that it is “plainly 
enoneous or inconsistent with” the Series 500 Rules. Bowtes 
V. Seminole Rock & Sand Co., 325 U.S. 410, 414, 65 
S.a 1215. $9 LEd. 1700 (1945) (explaining that agency's 
inteiprelation of its own regulations b “of controlling wei^ 
unless it b plainly erroneous or inconsistent widi the 
regulation”); see dbo yfuer V. Robbins, 5 1 9 UjS. 452, 46 1 , 1 1 7 
S.a 905, 137 LEd2d 79 (1997) (same). 

Nevertheless, we are persuaded by the SECs argurxKnt 
that foe premise underlying the Series 500 Rules— that 
a customer's “legitimate expectations,” based on written 
confirmations of transactions, ou^t to be protected— 
sipports the SECs interpretation of section 9(aXl). See Rules 
oftbe Sec. Investor Plot Cotp., 53 Fed.Reg. 10368-69&n. 


3 (Mar. 31, 1988). In the SECs view, foe Claimants in fob 
case should be treated as having claims for securities because 
the confirma ti ons and account statements thtf foey received 
fiom foe Debtors stated that foe Claimants held securities in 
their accounts. Br. for Amicus Curiae SEC at 8. 

SIPC disputes that customers cim have iegitimate” 
expectations as to non-existent securities. We note foat SIPCs 
approa^ does perhaps promote an arguably laudable pobcy 
god— erwour^g investors to research sod monitor foeir 
investments (and their brokers) with greater care. Thb goal 
of greater investor viplance, however, is not emphasiTed in 
the Illative history of SIPA. Instead, as outiined si^ at 
[26-27], foe drafiets' emphasis was on promoting investor 
confidence in foe securities markets and protecting broker- 
dealer customers. We find foe SECs interpretation more in 
line with foe goak offoe statute and with foe l^slatcns' intent 
in introducing the securities/casb dutinctioa in section 9(a) 

(I). 


After reviewing foe language of the statute, its purposes of 
protecting investors and inspiring confidence in foe securities 
markets, and foe specific history surroundir^ foe drafting 
of foe relevant language found in section 9(aXI) of SIPA, 
15 U.S.C. $ 78i!r-3(aXI), we are persuaded by and, thus, 
defer to foe SECs interpretatiofL Indeed, even if we were 
not to adopt foe SECs interpretation as a inatter of Siubnore 
deforeiKe, we would indq)eodeotIy conclude that it b foe 
proper interpretatioo of the statute As foe SEC explains: 

When a customer has been sent 
confiimatkns and account statements 
reflecting hu securities purchases 
and showing that be bolds foe 
securities in hb account, hb claim, 
in the Commission's view, invotves 
foe debtor's function as securities 
custodian and is one for securities 
entitled to SIPC protection up to 
$500,000. Conversely, if the customa 
b using hb brokerage account as a 
cash deposhoiy, as reflected in hb 
account statements, he has a claim 
for cash entitled to protection up to 
$100,000— no more protection foan 
foat provided to bank depositors. 

Br. for Amicus Curiae SEC at 12-13. 
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D. The Cltlms Should Be Vilued According to the 
Anoot bititUy Paid by the Oiimuti to the Debtors 
for the Purchase of the New Age Funds and Should Not 
Include Fictitious Interest or Dividend Reinvestments 
[11] Finely, we must consider bow the Claunants' net 
equity under SIPA should be determined. The District Court 
made this calcalalioa by relying on the ‘‘value” of Ae bogus 
securities (includmg artificial interest *88 and divideDds) 
as set forth in the fictitious account statements that the 
Claimants received iiom (joten and Ae IMrtois. See SEC v. 
Gonii. 206 F.Supp.2d 344, 352 (EXI.N. Y.2002). The District 
Court defetuled this calculation as necessary to protect the 
Claunants' intimate ecpectarioos.’* at 35 1 . 

The SEC and SIPC are in agreement that the Daunants' net 
equity should be valued according to the cash they initial^ 
provided to the Debtors to purchase the Funds and should 
not include any bogus interest or dividend reinvestments. QC 
SECv. Aberdeen Sec. Co.. Inc.. 480 F.2d 1 121, 1 127-28 (3d 
Cir.) (explaining that a customer's net equity includes cash 
toat the broker should have been bolding on the filing dateX 
cert denied sub non. Seligsohn v. SEC, 414 US. IIII, 94 
S,a 841, 38 UEd.2d 738 (1973X Fockt v. Athens (In re 
Old Naples Sec., Inc.), No. 2:00^v-18l-FrM-29D, slip op. 
at 15-17 (M.D.F1a. Sept 30, 2002) (calculating net equi^ 
according to claimant^ initial investment in Ponzi scheme 
arui offsetting that number by any phony interest payments 
received). As the SEC indicated in its brief, basing customer 
recoveries on “fictitious amounts in toe firm's books and 
records would allow customers to recover arbitrary amounts 


that necessarily have no relation to reality.... [and] leaves the 
SIPC fund unaccqrtably e^qiosed.” Br. for Amicus Curiae 
SEC at 16. SIPC and the SEC ugne that such an qrproach 
is irrational and unworkable and we defer to toeir unanimous 
and persuasive analysis of toe potential absurdities created 
by tehance on toe entirely artificial numbers cemtained in 
fictitious account statements. Accordin^y, we adopt toe view 
that the Claimasts' net equity is prqrerly calculated as toe 
amount of money that toe Claimants initially placed wito the 
Ddrtors to purchase toe New Age Funds and does not include 
toe artificial interest or dividend reinvestments reflected in 
the fictitious account statements tiiat toe Claimants received 
fiom toe Debtors. 

CONaUSION 

For toe foregobg reasons, we affirm the District Courts 
determination tiu4 the Claimants have “claims for securities” 
under section 9(aXl) of SIPA, 15 U.S.C. § 78fff-3(aXlX but 
we vacate toe District (Courts calculation of toe value of those 
claims arul remand for further proceedmgs consistent wito 
this opinion. Tbe judgment of toe District Court is boeby 
affirmed in part and vacated and remanded in part and the 
Claimants- Appellees mry recover two-toirds of toeir costs on 
this sppeal. 

All Qlttions 

371 F Jd 68. Fed. Sec. L Rep. P 92,838, 43 Bankr.aDec. 45 


Footnotes 

* The Horrorsble David N. Hurd, United States District Judge for the Northern District of New York, eitling by deeignalion. 

1 The paries do not dispute toe undertyirrgtocts of this case. 

2 Ooren used some of this money to pay 'divideods' on prior inveetments. Goran's fraud was, thus, a classic 'Ponzi 
scheme,' where money contributed by his later customers was paid out as 'artificialy high dividends tor toe original 
inveetors,* which, in turn, attracted addibonsi customers arto invesbnents. BLACK'S LAW DICTIONARY 1180 (Tih 
edl999) (explaining toaL in a Ponzi scheme, “[mloney from the new investors is used direetty to repay or pay interest to 
old investors, usuelly without any oparaion or revenuei^roducing activity other than toe continual raising of new tonds*); 
see also Vndod Status V. Motonoy, 287 F.3d 236. 242 (2d Cir.). cert donad. 537 U.S. 851. 123 S.a 416. 154 L.Ed.2d 
297(2002). 

3 Formed pursuant to SIPA, SPC is a *nonprDft. private membership corporation to whkh most registered brokers and 
deaters are required to belong.' Sec. /rrvestorPref. Corp. v. Baitour, 421 U S. 412, 416, 95 S C1 1733, 44 L.Ed.2d 263 
(1975) (citing 15 U.S.C. § 78coc). SIPC Ynonitors toe achvtties of broker-dealers and insures customers in toe case of a 
broker-dealer's liquidabon.' Sec Investor Prot Corp. v. BDO Seidman. LIP, 222 F.3d63. 66 (2d Cir.2000X 

4 SIPA defines a 'securit/ as 'any note, stock, ... bond, debentive, evidence of indebtedness, ... transferable share. ... 
oertrficaie of deposit, oertificato of deposit for a security, any investment contract or certificale of interest a partkipation in 
any profit-sharing agreement, .. any put, call, stradde, cplkm, or privilege on any security, or group or index of securibes 
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(including any interest therein or based on the value IhereoO. - and any other instrument commonly known as a seoirity * 
15U.S.C. §7611(14). According to the District Court *SIPC considers shares in money mailtet funds organized as mutual 
hmde to be securities, provided those shares are held in customers' eecurities accounts.* SEC v. Gorerr, 206 F.Supp.2d 
344. 350 (E-D.N.Y.2002). 

In this case, the SIPA liling dato* was February 17, 2000, the date that the SEC fled the inibal compiaini against Goren 
and the Debtors. See 15 U.S.C. § 76ff (7). 

5 As of December 31. 2002, Ihs SPC hftd was valued at $1.26 bilion. See SEC. INVESTOR PROT. CORPP., 2002 
ANNUAL REPORT 6, avalable at http://www.8ipc.org/pdl/SIPCJVniai_Report_03.pdf. Sirtoe 1996, SIPC members 
have been assessed $150 per year. to. at 9. In prior decades, assessment rates fluctoatedannuaNydepencing on SPC's 
expenses during the prior year. See to.; see atoo 15 U.S.C. $ 78ddd(dX1) 

6 The parbes do not dispute that because the securities at issue in this case never existed, no subetitote or replacement 
securities exist and the Claimants must be paid in cash. Cf 15 U.S.C. §§ 78rff-l(bKi). 76flf-2(b), 76lff-3(a). 

7 Some of the Ctaiments also mads (or at least believed they had made) other investments through Goren but those 
investments, which were treated as 'claims for securities' by the Trustee, are not the subject of this appeal. 

8 AsoulfnedMiaat06-87,theSeries500Ajiesprovideguid8ncefordeterminingwhe1heracu8tomerhas8C8shclaimor 
a securities claim when a relevant transacticn straddled toe filing dale. The customer’s legilimale expectations' are the 
focus c4 toe ruto, which rr»l«8 toe cash^ec^s determination larg^ dependent on the receipt of written confirniations. 

9 SIPC and the Trustee submitted joint bhefo. 

10 The Claimants assert that, as toe District Court found, toe Series SOO Rules do dictate toe result in this case and Claimants’ 
net equity tfKwid be calculated by reterence to toe fictitious account statements they received from the Debtors. 

11 We note, however, that SIPC’s and the SECs failure to come to consensus with respect to the issues presented on tois 
appeal seems a for cry from the 'oooperalion and coordinafon* antidpeled by SiPA's drafters. K.R. f^P. NO. 91-1613, 
at 12 (1970), rsprrited to 1970 U S.C.C AN. 5254, 5266 COnly with cooperation and coordination between the efforts of 
the self-regulatory organizations, SPC and the Commission, can this legislation see its fullest effectiveness.*). 

12 The Ctaiments assert that this dispute about whetoer the SEC or SIPC is owed deference is moot because the Series 
500 Rules cfrrecfiy resolve tols daim dassifrcebon issue. Letter from Wissner-Gross, on behalf of the Claimants, to toe 
Court of 7/3/03, at 7-6 (hWissner-Groes Letter*). As outlined to/fo at 66-87, in light of toe persuasive SIPC and SEC 
analyses to toe contrary, we disagree wUh the District CourTs conclusion (and toe Claimants' argument) that the Series 
500 Rules govern this case and find, instead, that the Series 500 Rules were adopted to deal with transactions invoiwng 
real, not fictitious, securities. We do, however, agree with toe SEC'S view that the RUes can be read broadly to support 
the SECs reading of toe remerfial purposes of SIPA. 

13 SIPC highbghis toe fact that, four years after Chansma Securtoes was decided, ‘Congress amended SIPA to instruct 
toe courts to place 'considerable reifonce’ on SiPC's views' in determining appropriate trustee tee allowance amounts 
(the issue from Chwsma Securiifres ). Haibeck Letter at 6. we find tost smerKfrnent outs both ways. While it certainly 
explidtiy expands toe authority of SIPC, it does so on/y with respect to allowance determinatons, an issue that is not 
presented in this case. 

14 The SEC certainly cannot be characterized as having engaged in toe 'substantisi supervision' of SIPC that was 
antidpatod by toe statute^ drafters. Bartour, 421 U.S. at 419, 95 S.Cl 1733. We do note, however, that in recant 
years, the SEC has been making efforts to improve its oversight of SIPC. See U.S. GENERAL ACCOUNTING OFFICE, 
PUB. NO. QAO-01-6S3. SEC INVESTOR PROT.: STEPS NEEDED TO BETTER DISCLOSE SIPC POLICES TO 
INVESTORS 10, 53-59, 87 (2001 ) (noting toat SEC has begun monitoring SIPC liquidatione more dosely), avaibbte af 
httpV/www.gaagov; 2003 GAO REPORT at 3, 13-14 (noting toat SEC has broadened toe sample of SIPC iquidations 
it reviews and toat SEC has modified intomsi procedures to make its review of SIPC more strearrilined). 

15 Although Chao involved two agencies that naturally begin on more equal toeing in a deference analysis, the shared 
responsibiity for rute-maldng under SIPA— end toe SECs relative ncn-involvement historfoaly— arguably makes tois 
dsterence choice a doser cal toan that presanted in Chao. See Chaot 291 F.3d at 226. Even if we were to find that 
Chao dkl not require tois threshold choice-end toat we could somehow manage toe analytfoal awkwardness of a side- 
b^aide deterenoe analysis— we would reach the same iJtimate result because we find the SECs interpretalicn to be 
more persuasive toan toat offered by SIPC. See /nfra at 83-67). 

16 We agree wito the SEC and SIPC that toe Series 500 Riies do not govern this issus. Even if we were to view toe text of 
toe Series 5W Ruiee as ambiguous, we would defer to the SECs and SiPC's common intorpretalton. 

17 The SEC asserts, however, that its 'prior sience* should not predude deference to (Is interpretation of SIPA because 
1u)nll this Courfs request for an amicta brief, the Commission has never been asked to interpret Section 9(8) with 
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respect to fictiliouB securities.' Preaoso Letter at 8. We are not persuaded by this explanation for the SECs silence 
because the statute explicitly allows SEC inlerventen and participation in any SiPC proceedng (and does not require 
the SEC to await an invitalion from the court or the parties). See 15 U.S.C. § 78eee(c). 

18 These numbers were increased to their current levels in 1980. See Amendments to the Securities Investor Protoebon 
Act. Pub.L. No. 9M33. § 1. 94 Stat 1855 (1980). 

19 SIPC emphasizes that the only two authorities that seem to be directly on point (both of which, we note, are unpublished 
and cursory) support its position. See Plumbers and Sfeemfitors locaf 490 Severar}ce arxf Ref. Fund v. AppMon (to 
re first Ohio Sec Coi;, No. 93-3313, 39 F.3d 1181 (table}, 1994 ViL 599433, at *1 (6lh Cir. Nov.l. 1994) (unpublished 
decision), cerf. daniad. 514 U.S. 1018, 115 S.a 1362, 131 L.E(L2d219 (1995); Appleton v. Hardy (InraFrslOhtoSac. 
CoJ, No. 590-0072 (Bankr.N .O.Ohk) Dec. 1 , 1 992). WNIe SIPC rekes heavily on the Third Circuif s 1 973 decision in SEC 
K Abardaan SacutWas Co., toe, 480 F.2d 1121 (3d Cir.), cerf. denied sub nom. SatQSOtm v. SEC, 414 U.S. 1111, 94 
S.CL 641 , 38 L.Ed.2d 738 (1973), toat decision— which holds that in a case immlvjng non-existent secirities, the claimant 
is entitled to the 'cash which the broker has. or shocM have, been holdng,* kJ. at 1127— does not resolve the issue of 
the appficabiity of the then-$20,000 imil on 'ctoirne for cash.* Ctoariy, hewever. the caselaw on ttis issue is sparse. We 
do not find these authorities parfcularly enfeghtoning. 

20 Apparently, Ihe Department of Ihe Treasury later changed its position, in a Dacamber 8. 1970 tottorto the Chairman 
of the Senate Banking and Currency Committae, the Acfing Secretary of the Treasury emphasized the Administration's 
support for S. 2348 snd urged its prompt passage. 1 16 CONG. REC. 40,670 (1970) (letter from Waker to Sparkman). 


End of Document 
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KoOte Yellow • N<cMivc TitMiiai 
DedlMd t» Eit«s4 by (ii re Ldiinn Brot. he., SJ).N.Y., Fdtuary 
26.2014 

463F.3di25 

United States Court of Appeals. 

Second Cucuh. 

In re NEW TIMES SECURITIES 
SERVICES. INC. and NEW AGE 
FINANCIAL SERVICES, INC, Dd)tor8, 

Maiy Ann Stafford, Rheba Weine, 

Joe) Weine, Plainti&-AppeUee8, 

V. 

James Giddens, as Trustee for the Liquidation 
of the Substantially Consolidated Estates of 
New Times Secuiities Services, Inc. and New 
Age Financial Services, Inc., Securities Investor 
Protection Corporation, Defendants-AppeOants. 

Docket No. OS-5527-BK. | Ai-gued: 

April 21, 2006. I Decided: Sept 7, 2006. 

^nopsis 

Background: SecuritiB Investor Protection Coiporatioo 
(SIPC) and trustee under Securities Investor Protection Act 
(SIPA) (Bed joiiit motion in liquidation proceeding under 
SIP A to iqihold trustee's detenninatiotts to deny certain claims 
treatment as customer net equi^ claims. The United States 
Bankruptcy Court for the Eastern District of New York, 
Melanie L. Cyganowsld. J., granted motion, 318 6.R. 753. 
Claimants appealed. The Umted States District Court for the 
Eastern District of New York, JoAnna Scybert, J., 337 B.R. 
259, reversed judgment ofbankruptcy court SIPC and trustee 
appealed. 


[Holdlitg:] The Court of Appeals, Jacobs, Circuit Judge, held 
that claimants who ori^nally deposited funds with debtors 
forpurchase of securities but who were defrauded by broker 
were not “custeroers” under SPA. 

Reversed and remanded. 


Attoneys and Law Elms 

*126 James B. Kobak, Jr. (Christopher K. Kiplok, on 
the brief), Hughes Hubbard & Reed LLP. New York. NY, 
for Defendant-Appellant James W. Giddens as Trustee for 
the Liquidatioo of the Busiiwsses of New Times SecuritiB 
Services, Inc., and New Age rinandal Services. Inc. 

Christtf^er H. Laiosa, Assistant General Counsel (Josephine 
Wang, General Counsel, on the brief), Securities Investor 
Protection Coqi.. Washington, DC, for Defendant-A|^1ant 
SecuritiB Investor Protection Coip. 

May Oreostein (Sigmund Wissner-Gross, on die brief), 
Brown, Rudnick, Beriack, Israels LLP, New York, NY, for 
Plaintiffs- Appellees. 

Before: WALKER, Chief Judge, JACOBS, and 
WALLACE, * Ciretut Jut^. 

Opinion 

JACOBS, Circuit Judge. 

In foe wake of foe bankruptcy of two brokerage bouses * , 
plaintiffs-qrpellees Maryann Stafford and Rheba and Joel 
Weine (*'plamtif&") claimed an entidement as "ciistomen”- 
as defrnedby foe Securities Investor Protection Act, 15 U.S.C. 
§§ 78aaa et seq. (*^IPA" or foe “AcO-to recover ftcir 
losses from the funds SPA reserves for such customers. 
The brokerage houses were mstrumentalitiB of a Pond 
scheme engineered by their principal, Wilfoun Gorai; foe 
plaintiff^ who were among foe victims, bad bad accounts at 
foe bnfoerage housB that contained substantial (but illiBory) 
funds. The plaindiB were induced to liquidate their accounts 
(in wboleor in part) and make a loan of the imaginary funds to 
the brokerage houses and to Goren. The trustee for foe SPA 
bquidatioD of the broken^ bousB C^rustee'O concluded 
that foe plaintiffr were lenders, not "customers,” and denied 
their claims to SPA funds, and foe United States Bankruptcy 
Court for the Eastern District of New York (Cyganowsld, 
BJ.) agreed. The United States District Court for the Eastern 
District of New York (Seybert, /.) reversed, and fois appeal 
is taken from that judgment by the Trustee and foe SecuritiB 
Investor Protection Corporadoo (foe “SIPC”). We reverse, 
and remand to foe district court with instructioos to reiostate 
foe judgment of foe banknqrtcy court 
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I 

The &cts of the case ait undi^ated Goren cooducted a 
Pooa scheme usmgthe two broken^ houses (the "DebtoO- 
He solicited uvestmeots io Sctional mooey market fusd^ 
he pretended to invest in genuine money market funds; and 
he issued fraudulent promissory notes. See In re New Times 
Sec Servs.. Inc. 371 F.3d 68. 71 (2d Cir.2004). In 1998. 
Stafford and the Weines invested ($75,000 and $35,000, 
respectively) with Goitn for the purchase of securities. In 
1999, they voluntarily authorized Goren to sell some oral! of 
their securities accounts and reinvest die proceeds io interest- 
bearing promissoiy notes, with Goren and the Ddrtor as 
obligars. 

Oi February 17, 2000, the SEC filed a complaint against 
the Debtor, and ^lied for orders freezing the Debtor's 
assets and s^ipointing a temporary receiver. The district court 
granted die orders the next day. The statutory filing date 
for SIPA purposes is dierefore February 17, 2000. See 15 
U.S.C § 78///(7)(B). On that date, die plaintiffs were hokfing 
the proniissory *127 notes. The IMrtor was subsequent^ 
placed into SIPA liquidation, and the Trustee was rgipoioted 
to oversee die liquidation under procedurts established by the 
bankniptey court 

The plaintiffs filed SIPA customer claims with die Trustee 
the Trustee denied the claims insofar as they sca^t SIPA 
protection for the fiux amount of their promissory notes. 
The bankruptcy court affirmed die Trustee's rejection of the 
claims, bokhng that SIPA customer status is determined 
as of the filing date of a debtor liquidatioo and that the 
protmssoiy notes held by plaintiffs at the filing date rendered 
them “lenders," not “customers,” for SIPA purposes. ^ The 
dbtiict court reversed the bankruptcy court, on die ground 
diat the phintiffi' origmal securities investmeots with the 
Dditor established their status as “customers" and diat 
their subsequent decision-fiaudulendy induced by Goren-to 
liquidate those securities investmeots and provide Goren and 
the Debtor with loans in exchange for promissory notes did 
not change their “customer” status. 


n 

We review de novo die district court's conclusions of law and 
its plication of law to the undi^nited facts. See Pereira v. 
Farace. 413 F.3d 330, 341 (2dCir.2005). 


“The principal purpose” of SIPA is “to protect investors 
against financial tosses arising fiom the insolveocy of dietr 
brokers.” SEC v. SJ. Salmon & Ca, 375 F.Supp. $67, 871 
(S.D.N. Y. 1 974). The Act advances this purpose by according 
those clainiants in a SIPA liquidatioa proceeding who qualify 
as “customers” of the debtor priority over die distribution of 
“customer pn^ierty.”^ Seel5U.S.C §$78ffr-2(b)&(cXI), 
78i//(4). Each customer shares ratably in this fund of assets to 
the extent of the customer's net equity at die time of filing. * 
See 15 U.S.C $ 78fir-2(cXI)(B). If the fund of customer 
property is msoffident to mab the customers whole, the 
government makes up the difierence-sdiiect to a cap-out of 
a qiedal SIPC fund capitalized by the general broken^ 
community. See IS U.S.C §S 78ffr-3, 78ddd; see also SECv. 
Packer. Wilbar & Co.. 498 F.2d 978, 980 (2d Cir.1974). 

“Judicial tmeipretations of ‘customer’ status suiqxnt a 
narrow interpretation of die SIPA's provisioQS.” In re 
Siahxy & Assocs., Inc. 750 F.2d 464, 472 (5th Cir.I985) 
accord In re Klein. Maus A ^dre, Inc. 301 B.R. 408, 
418 (Baiikr.S.D.N.YJ003) (coDecting cases). ‘The Act 
conternplates that a peisoQ may be a ‘customer’ with respect 
to some of his claims for cash or shares, but not with reject 
to others." SEC v. F.O. BaroffCo., 497 F.2d 280, 282 n. 
2 (2d Cir.1974). A specific distinctkn is drawn between (i) 
“customers" and (ii) those in a lending relationship widi the 
dditor (ie., “tenders"): 

*138 The tenn “ckstomer ” of a debtor means any 
pencm...er]mha&icitmonaccounJofsecuritiesrecetved, 
ocqidr&l, or held by the d^rtor n the ordinary come of 
ds business as a broker or dealerfrom or firr the secuities 
accounts cf such person for saftkeqring. with a view to 
sate, to cover consummated sales, pursuant to purchases, 
as collatoral security, or for purposes of effectmg transfer. 
Ibe tem “customer” techuto oityperKw wJb to 
against the debtor arising out of sales or cortversms q/’ 
sunk securities, and at^ person who has deposited caA 
ydA the dAlor for the purpose of purchasing securities, 
butdoesaotinchute- 


(B) any person to the extent that such person has a claim 
for cash or securdies wkidi by contraa, agreement, or 
understanding, or by (^xralion of law, is part of the 
cafdtal of the debtor, or is subordinated to the claims of 
arty or all creditors of the debtor ... 
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IS U.S.C. $ 78//ll(2) (eiq)hasis added); su dso Apf^eton v. 
First Mtf7 Bartk (fOhio. 62 F.3d 791. 801 (6th Cir.l99S) 
(stating that '*[t|he critical aspect of the ‘customer’ de&dtioD 
is die entnistment ofcash or securities to the broker-dealer for 
the purposes of trading secnrities.’O- 

[1] That subsectioa (2), which was added to SIPA in 1978, 
see Pnb.L. No. 95-283, 92 Stat 249, thus distinguishes 
between (Q claimants (protected as customers) who are 
eogi^ through brokers in trading activities in the securities 
markets and (ii) those (unprotected) claimants who are rdying 
on the ability of a business enterprise to repa^ a loan.^ 
‘lenders are simply not a class to be specially protected 
under SIPA and in &ct were expressly excluded from the 
definition of customer upon die enactment of the 1978 
amendments to SIPA.” In re Hanover Square Sec., 55 B.R. 
235. 238-39 (Baokr.S.D.N.Y.I985). Whether an individual 
exrfoys “customer” status dius turns on die transactional 
relatioDship See Baroff. 497 F.2d at 284 (contrasting indicia 
of ‘Ihe fiduciary reiatiooship between a broker and his public 
customer” with characteristics of “an ordinary debtor-creditor 
reiatiooship”). A loan transaction diat b unrelated to trading 
activities in the securities market does not qualify for SIPA 
protection. 

The SIPA scheme assumes diat a customer-as an investor 
in securides-wishes to retaio his investments de^ite the 
liquidation of die broker; the statute thus ‘^voiks to eiqpose 
die customer to the same rbks and rewards that would be 
enfoyed had there been no liquidatkm.” 6 Ccdlier on Bankr.P 
74l.06[6] (Alan N. Resnick Sc. Henry J. Sommer eds., I5di 
ed. rev.); see also In re Adler Coleman Clearing Corp., 
195 B.R. 266, 274 (Bankr.S.DN.Y.1996). It b a customer’s 
legitimate expectations on the filing date-here, February 17, 
2000-that determines the availability, nature, and extent of 
customer lehef under SIPA. See 15 U.S.C. §§ 78117-2(6), 
WHJ) Sc. (1 see also In re New Tmes Secs. Savs., Inc., 
371 F.3d 68, 87 (2d Cir.2004) (suggesting diat principle 
that a “customer's ‘legitimate expectations,’ *129 based on 
written confirmations of transacdons, oi^ to be protected” 
informs interpretation of SIPA); In re Stratton Oakmont, 2003 
WL 22698876, at *7 (S.D-N.Y. Nov. 14. 2003) CtWlbether 
customers have claims for securities or for cash binges on 
what they expected to have in their accounts on the filing 
dsttt.”); Adler Coiman, 195 BJL at 274 ("[T]*>* Trustee must 
promptly deliver customer name securities to the debtor's 
customers as they are entitled to receive diem and to distribute 
customer properly and otherwbe satisfy customer net equity 


claims to die extent provided for in § 78flf.”); S.Rep. Na 
95-763, at 2 (1978X reprinted in 1978 U.S.C.CAN. 764, 
765 (’3y seeking to make customer accounts whole and 
returning them to customers in die foim they existed on the 
filing date, die [ 1 978] Amendments not mily would satisfy the 
customers' l^itimate expectatxms, but also would restore the 
customer to his position prior to die broker-dealer's financial 
difficulties."). 

The promissoiy notes held by die plrintiffi on the fifing 
date entitled them as holders to (0 a relom of principal at 
a fixed time and (n) interest at a fixed rate (18 percent); 
these are just the type of debt instruments whose possession 
brings chumants within the category of unprotoctod lenders. ^ 
See Inn Mason HiB •£ Gi., 2003 WL 23509197, at *4 
(B«ikr.S.D.N.Y. Dec. 10, 2003) (denying SIPA “customer” 
status to bolder of “essentially a promissory note”); Hanover 
Square, 55 B.R. at 238 (denying SIPA “customer” status to 
holders of subordinated loan agreements collateralized by 
securities).^ 

The distria court concluded that because the plaintiffs were 
fiaudulently induced to invest in the prombsoiy notes, dieir 
l^itimate expectations essentially fioze at die moment diat 
they sold dieir securities, and they therefore retaio customer 
daims for '‘c8sh”-defiDed as money deposited with die broker 
(but not actually investod in securities). ^ In reaching thb 
conclusion, die district c<»rt relied on fo re New Tmes 
Securities Services, in which customers deposited mon^ 
with a broker for die purchase of securities that turned 
out to be uholly fictitious. 371 F.3d at 71-72. The New 
Tima court determined that the customers had drums for 
securities, even diou^ their “securkies” were fictitious, 
because they had a legitimate e:qiectation diat they had 
investod in securities. See idl at 86 (“[W]e find that because 
the Claimants directod diat the money diey placed widi 
the Debtors be used to purchase securities-aod, irtqxntantly, 
because di^ received confirmations and account statements 
reflecting sudi purdiases-they are not dto types of cash 
dqiositors enviskmed by the drafters of the ‘claims for cash’ 
provision.”). Because diere were no sudi securities, and it was 
tberefote impossible to reimburse customers with the actual 
securities or their market value on the filing date (die usual 
remedies when customers hold ^lecific securities), die New 
Tima court determined that die securities should be valued 
according *136 to the amount of die initial investment 
See id. 9t 87-88. The court declined to base the recovery 
on die rosy account statements telling customers how well 
the im^inaiy securities were doing, because treating the 
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Bctitkitis paper profits as within the ambit of Ae customers' 
Intimate etqpectations” would lead to the absoidity of 
"duped" investors rei^g wind^ls as a result of fraudulent 
promises made on &ke securities. See id. 

[2] New Tones does not support the plauitif&' claiffls. In 
New Tones, the customen were customers for securities 
because dwy had a legitunate belief that they were investing 
ii securities. The court looked to the initial investment as 
the measure for reimbursement because Ae initia] investment 
amount was the best proxy for the customers' legitimate 
expectations. In contrast, the pbdntifl^ here decided to swig) 
their SIPA-protected securities investments for non-protected 
loan instniments. The plainliffie authorized the loans, received 
conltnnadon and account statements indicating that they had 
made the loans (and referring to the mstruments as '>ivate 
notes”), and accqited interest payments in ooonectioa wito 
the loans. Their only legitimate expectation must have been 
that they were lenders. True, th^ started as customers, and 
they would have been victimized in toat status but for other 
fiaudulendy-induced transactioiis; so there is an unreal cast 


to the transactioos that ahered die expectations that govern 
under SIPA. However, as noted supra, "customer status in 
the course of some dealings with a broker will not confer 
that stotus upon other dealings, no matter how intimate^ 
related, unless diose other dealings also fall within the ambit 
of die statute." In re Stalv^, 750 F.2d at 471; see Baroff, 
497 F.2d at 282 n. I The plmntif& were defiauded by dieir 
broker, but '*SIPA does not protect against all cases of aQ^ 
dishonesty and fraud." In re Strasion Oakmont, Inc., 239 B.R. 
698, 701-02 (S.D.N.Y.I999); see S.J. Salmon & Co.. 375 
F.Sig)p. at 870-71. 

The judgment of the district court is reversed, and the case 
is remanded to the district court widi instructioos to reinstate 
the judgment ofthe bankruptcy court 

All Qtations 

463 F.3d 125, 47 Bankr.aDec. 13, 52 A.L.R. Fed. 2d 681 


Footnotes 

* Tbe Honorable J. Clftord Waiece, United States Court of Appeals tor the Ninto Orcuit siting by designation. 

1 NewTinesSecuritiesServicee, Inc. and New Age Rnandai Services, ln& 

2 The banknjpti^ court noted that the Eastern District of New York had arrived at die same oondusion in a ceee 
involviog itigants wtxi also possessed dw wordiless promisecry notes on die date of fling, but who had made thoee 
investments (irectly (and not with the proceeds dom liqiMJation of their brokerage accounts). See SEC v. Goran, 00- 
CV-970/BO0-ai7B-2B8 (E.D.N.Y.2002) (Memorandum and Order). 

3 SlPAde1ir)e6’CustomerProperty*S8*ca8hand8eGurities...atanytimerBcaived,8cquired,orhaldbyortorlhe8CCO(tot 
of a debtor from or tor the eecurities accounts of a customer, and the proceeds of any such property transferred by the 
debtor, inctuding property irlawfilly converted.* 15 U-SC. § 78n(4). 

4 SIPA defines 'net equity* as 'die dolar amount of the account or accounts of a customer.* 15 U.S.C. § 7618(1 1). 

5 This distinefon was first drawn in opinions by this court. See Bd/off, 497 F.2d at 284; Sec. frivesfor FYot Corpi v. Exec. 
Sec. Cotp., 556 F.2d 98, 99 (2d Cir.1977) (per curiam) CCongress intended to protect tee public customer 'as frwesfor 
and (radar, not ... others who might become creditors of the broker-dealer for independent reasons.' * (errphasis and 
alteration in original) (quoting Sarolf, 497 F.2d at 283)). Apparently, through tee passage of tee 1978 amendments to 
SIPA, Congress 'intended to oo(Sfy decisions such as Baroff and Executive Securities* in re Hsnover Square Sec&, 56 
B.R. 235. 239 {B8nkr.S.O.N.Y.1985) (dting to a 1978 Senate Ccnwntlee hearing). 

6 Plaintifis do not contest teat their investnwit in tee promissory notes woiid normeiy bring teem out of tee ambit of SIPA 
'customer* status. 

7 The district court agreed teat *at the time of the filing date, [the plaintifto] believed teey were creditors, not customers.* 

8 Under SIPA, tee only relevant difference between a customer claim for cash and a customer claim tor securities is in 
the maximum limit teat SIPC may advance to tee SIPC frustee to satisfy customer claims that cannot be met from tee 
customer property; tee maximum for sectfities is $SCD,000, see 15 U.S.C. § 78fff-3(a). while tee maximum tor cash is 
$100,000, see § 78ffl-3{aX1)- See In re New Tones Secs. Servs., 371 F.3d at 73. 
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PREPARED STATEMENT OF J.W. VERRET 

Assistant Professor of Law, George Mason School of Law 
Senior Scholar, Mercatus Center at George Mason University * 

September 30, 2015 

Chairman Crapo, Ranking Member Warner, and Members of the Subcommittee, 
I appreciate the opportunity to testify today on your Subcommittee’s oversight of the 
Securities Investor Protection Corporation. 

My name is J.W. Verret. I am an assistant professor of law at George Mason Uni- 
versity Law School, where I teach corporate, securities, and banking law. I serve 
as a senior scholar at the Mercatus Center at George Mason University, and until 
recently I was Chief Economist and Senior Counsel at the House Committee on Fi- 
nancial Services. 

The explosive growth in federally backed loan and guaranty programs has been 
an appropriate focus of congressional oversight in recent years. The Office of Man- 
agement and Budget (0MB) estimates the Federal Government supports over $3 
trillion in loans and guarantees. Those loans and guarantees are often shrouded by 
indirect Government support and unreasonable assumptions in Government ac- 
counting practices. 1 

I submit that the Securities Investor Protection Corporation’s (SIPC) provision of 
securities custody insurance should be an appropriate part of that conversation. 
Government officials appoint SIPC directors and SIPC enjoys access to a $2.5 billion 
line of credit with the Department of the Treasury. Some may argue that statutory 
language that “SIPC shall not be an agency or establishment of the United States 
Government” suggests otherwise.^ We all recall how similar statutory language gov- 
erning the Government-Sponsored Enterprises proved meaningless when those com- 
panies were placed in Federal conservatorship. 

Today I will argue that privatization of SIPC is the best solution to protect Amer- 
ican taxpayers, I will identify unexplored solutions for victims of Ponzi schemes. 
Though I ar^e privatization is the first best solution, I am glad to constructively 
engage in this Subcommittee’s discussion about additional SIPC reforms. 

REFORMING THE GOVERNMENT MONOPOLY 

Most broker-dealers and members of national exchanges are required by statute 
to be members of SIPC, and SIPC is funded by assessments on its membership. 
SIPC thereby enjoys a statutory monopoly over the provision of securities custody 
insurance beneath the ceiling of its coverage. 

Some of my fellow panelists may argue that SIPC serves an important role as a 
specialized liquidator of broker-dealers. Assuming that argument is true, it remains 
a tall leap of logic to further contend that a Government monopoly in the provision 
of securities custody insurance is thereby warranted. 

SIPC’s board is currently composed of private sector and Government members. 
I submit that privatization of SIPC’s insurance function is the first best solution to 
the problems presented by the current structure of the SIPC. We might begin by 
lowering the ceiling of coverage. 

I find it hard to accept that a market failure necessitates a Government monopoly 
in this space. In fact, there are underwriters at Lloyd’s that sell “excess of SIPC” 
coverage for the portion of this market not crowded out by SIPC.® 

In the absence of full privatization, the public-private composition of SIPC’s board 
should not be viewed as a second best option, It would be better to officially recog- 
nize SIPC for the Government entity that it is, remove the private-sector board 
members, establish a similar level of congressional accountability for SIPC to that 
required of other Government agencies, and impose a term limit on its CEO. 

THE PROBLEM OF PONZI SCHEME VICTIMS 

The controversy and subsequent litigation between the SEC and SIPC with re- 
spect to the Allen Stanford Ponzi scheme, and issues with respect to Bernie Madoff 
victim claims, also suggest that a warning label should be provided as part of the 
legend describing SIPC coverage. This label would warn customers, “SIPC coverage 
only applies under limited circumstances, and SIPC reserves the right to deny 


* The ideas presented in this document do not represent official positions of the Mercatus Cen- 
ter or George Mason University. 

^See, e.g.. Federal Accounting Standards Advisory Board, “Memorandum: Public Hearing on 

Reporting Entity,” August 20, 2013, http:! I wwiv.fasab.gov I pdffiles ! tah-a2 august-2013.pdf. 

2 Securities Investor Protection Act of 1970, 15 U.S.C. § 78ccc. 

3TIAA— CREF, “SIPC and Excess of SIPC Asset Protection Guide,” 2015, https:! iwww.tiaa- 
cref. orgj public! pdf! forms ! SIPC Reference Guide FlNAL.pdf. 



70 


claims despite reasonable expectations of coverage.” SIPC won the Stanford litiga- 
tion as a result of regrettable stipulations of fact by the SEC. In the related Madoff 
litigation, SIPC utilized an aggressive valuation methodology from among a range 
of methods used in prior cases. 

My impression of both cases was that they were close calls that might have come 
out either way. It is nevertheless also clear to me that SIPC’s aggressive litigation 
position was designed to minimize claims to a fund that was unprepared for those 
claims, which suggests a clear conflict of interest for the receivers hired by SIPC 
and for SIPC itself. 

I am not here today to re-litigate those cases or to endorse legislation that might 
ultimately result in new assessments hy SIPC. I sympathize with the victims, and 
I recognize they have been subjected to unusually aggressive legal posturing by 
SIPC, but I worry about action that might only further entrench SIPC’s insurance 
monopoly. 

I would suggest instead that this Subcommittee consider whether undistributed 
funds in the SEC’s Eair Funds program or in the Consumer Financial Protection 
Bureau’s settlement awards would better serve the purpose of making these victims 
whole. 

I thank you for the opportunity to testify, and I look forward to answering your 
questions. 


PREPARED STATEMENT OF JAMES W. GIDDENS 

Partner, Hughes Hubbard & Reed LLP, and Trustee, SIPA Liquidations of 
Lehman Brothers Inc. and ME Global Inc. 

September 30, 2015 

Chairman Crapo, Ranking Member Warner, and Members of the Suhcommittee: 
Thank you for inviting me to testify. My name is James Giddens, and I chair the 
Corporate Reorganization and Bankruptcy Group at Hughes Hubhard & Reed LLP. 
I have worked on issues related to the Securities Investor Protection Act (SIPA) for 
more than 45 years, most recently as the Trustee for the liquidations of Lehman 
Brothers Inc. and ME Global Inc. — the two largest liquidations under SIPA and two 
of the largest bankruptcies of any kind in history. 

I welcome the opportunity to bring this experience and perspective to discuss how 
SIPA and the Securities Investor Protection Corporation (SIPC) have handled the 
most complex broker-dealer failures, as well as to submit for consideration areas for 
improvement in the statute and related laws and regulations. 

Lehman Brothers Inc. SIPA Liquidation 

Two weeks ago marked the seventh anniversary of Lehman’s collapse. Thus far, 
Lehman’s broker-dealer customers and creditors have received $114 billion in dis- 
tributions. This represents the largest distribution across the worldwide Lehman in- 
solvency proceedings. Importantly, more than 110,000 retail customers, including 
mom-and-pop investors from all walks of life and from all across the country, re- 
ceived 100 percent of their property within days of the bankruptcy due to the unique 
account transfer process under SIPA. 

This swift return of customer property was critical to restoring stability to the fi- 
nancial system during a time of great doubt and avoiding the potential for further 
financial collapse. The return of customer property could not have happened without 
SIPA’s account transfer provisions and the ability of the transfers to be backstopped 
by the SIPC fund. Indeed, it took hundreds of professionals working hand-in-hand 
with regulators to accomplish this extraordinary task and nearly 2 years to com- 
pletely reconcile transferred accounts. A claims process for these accounts — the re- 
sult in any other kind of bankruptcy proceeding — would have taken years longer. 

At a recent court hearing, the Honorable Shelley Chapman, United States Bank- 
ruptcy Judge for the Southern District of New York, called the distributions “an in- 
credibly extraordinary accomplishment in this case.” I, and, more importantly the 
customers and creditors who had their funds restored, agree. 

ME Global Inc. SIPA Liquidation 

When ME Global collapsed on Halloween of 2011 with revelations of more than 
$1.6 billion of missing commodity customer property, a near full return of property 
to customers and creditors was doubtful. My counsel and I testified about the ME 
Global case before the full Senate Banking Committee, the Senate Agriculture Com- 
mittee, the House Agriculture Committee, and the House Einancial Services Com- 
mittee. I am grateful for the support of all of these Committees as we worked under 
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SIPA to recover funds for customers and creditors, and together we achieved a fa- 
vorable outcome for customers. 

The efforts to recover property around the glohe required scores of professionals, 
the invaluable assistance of U.S. regulators, and cooperation from foreign insolvency 
administrators. In conjunction with the painstaking resolution of complex claims 
and the approval of innovative motions by the United States Bankruptcy Court, 
36,000 securities and commodities customers, many of whom were farmers and 
ranchers, received 100 percent distributions on their claims. 

Secured creditors also received 100 percent distributions on their claims, and a 
final 95 percent distribution to non-affiliated unsecured creditors is now in the proc- 
ess of being completed — all within less than 4 years from the commencement of the 
proceeding. 

Distributions to customers in these two liquidations far exceeded initial expecta- 
tions and demonstrate the flexibility and effectiveness of SIPA in complex, large 
broker-dealer failures. 

Considerations 

While SIPA has proven to be a successful mechanism for liquidating broker-deal- 
ers and is indeed viewed as a model for the prompt return of customer property in 
different jurisdictions around the world, there is room for modernization and im- 
provement. 

The considerations that follow stem from my and my counsel’s experience in Leh- 
man, MF Global and several other liquidations and from my involvement, along 
with investor advocates, regulatory specialists and academic experts, in a Task 
Force that issued recommendations for modernizing SIPA. 

Specifically, the SIPC Modernization Task Force report included 15 recommenda- 
tions on how to amend and improve SIPA. In addition, my own investigation reports 
in the Lehman and MF Global liquidations included eight and six recommendations 
respectively on improvements to SIPA and related laws and regulations. 

I incorporate these three extensive, public documents into my testimony today, 
and I urge the Subcommittee to consider all 29 of the reform proposals in detail. 
Among the recommendations in these reports, I would like to highlight the following 
eight potential reforms for your consideration in particular: 

Task Force Recommendations 

1) Increase Maximum Coverage to $1.3 million 

Increasing SIPC’s maximum coverage from $500,000 to $1.3 million, and tying fu- 
ture coverage limits to inflation, would reflect a significant increase in protection 
for customers and is consistent with the level of protection that is necessary to pro- 
tect nonprofessional investors. 

2) Eliminate the Distinction in the Levels of Protection for Cash and Securities 

Eliminating the distinction between claims for cash and claims for securities re- 
solves potential disparate treatment of customers and increases the amount of pro- 
tection available to customers of broker-dealers. Currently, the level of protection 
per customer is capped at $500,000, up to $250,000 of which may be in satisfaction 
of a customer’s cash claim. This distinction leads to arbitrary resolution of claims 
between customers, may no longer reflect the way that cash and securities are held 
at broker-dealers, and has created confusion over the way that claims based on ficti- 
tious securities are treated. 

3) International Cooperation 

The collapse of MF Global and Lehman revealed significant gaps between protec- 
tions afforded customers in U.S. and foreign countries, such as the United Kingdom, 
arising largely from differences in insolvency laws and the absence of clear legal 
precedent. Though there may not be a one-size-fits-all solution for these issues, cus- 
tomers would benefit from greater harmonization of rules governing the segregation 
of customer funds and treatment of omnibus accounts. 

Lehman Investigation Report Reeommendations 

4) Pre-Planning 

More pre-liquidation disaster planning, both on an individual broker-dealer and 
industry-wide basis, including a broker-dealer’s “living will” and emergency plan, 
should alleviate the type of information gap that I and my staff confronted in the 
Lehman liquidation. Such pre-planning would indicate the categories of customer 
accounts and associated assets that would need to be protected and set forth how 
possible scenarios would be dealt with, ranging from complete liquidation of all cus- 
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tomer accounts to total or partial account transfer solutions, with details of key 
operational steps and the core assets that would have to remain to assure effective 
liquidation of customer accounts. 

5} Increase in SIPC Borrowing Authority 

In addition to increasing SIPC’s maximum coverage as noted above, consideration 
should also be given to expanding the borrowing and guarantee authority available 
to SIPC trustees or other liquidators and to permitting more flexibility for use of 
those funds. While the previously existing SIPC fund had more than sufficed to 
meet the demands of all previous SIPA liquidations, the Lehman and Madoff liq- 
uidations in particular demonstrate that the failure of a single major SIPC member 
broker-dealer could require at least the temporary availability of much more sub- 
stantial sums to support the quick and efficient return of customer property. 

6) Earlier Involvement of a Customer Representative 

A party with potential responsibility for customers interests — whether SIPC, a pu- 
tative trustee, a regulator, or a combination of all of these — should be involved in 
the negotiations related to the sale of a failed broker-dealer. Parties representing 
customer interests should, with better planning and access to information, bargain 
against a clear baseline of what needs to be transferred and avoid subsequent un- 
certainty and surprises. 

As experienced in the Lehman case, the seller’s immediate focus is likely to be 
its own post-transaction survival; the purchaser’s is with the customers and assets 
it is taking on, not those it is leaving behind. 

MF Global Inc. Investigation Report and Prior Senate Banking Committee 
Testimony Recommendations 

7} Strict Liability for Senior Officers and Directors 

Because regulations require futures commission merchants (FCMs) to segregate 
customer funds at all times, it may be appropriate to impose civil fines in the event 
of a regulatory shortfall on the officers and directors who are responsible for signing 
the firm’s financial statements. Where there is a shortfall in customer funds. Con- 
gress should consider making the officers and directors of the company accountable 
and personally and civilly liable for their certifications without any requirement of 
proving intent and without permitting them to defend on the basis that they dele- 
gated these essential duties and responsibilities to others. 

8) Commodities Customer Protection Fund 

The liquidation of MF Global would have played out differently had there been 
even a modest protection fund for commodities customers — that is, a separate and 
distinct analog to SIPA in the FCM arena that learns from and builds on SIPA’s 
record of success. A fund limited to protecting these smaller accounts — representing 
many farmers and ranchers — could be of relatively modest size, but would suffice 
to make these customers whole very quickly even in a case with a shortfall the size 
of MF Global’s. With such a fund in existence, three-quarters of MF Global’s com- 
modities customers could have been made whole within days of the bankruptcy fil- 
ing. 

Conclusion 

Since 1970, the SIPA statute has succeeded in protecting customers of SlPC-mem- 
ber brokerage firms, and I believe strongly that the statute has met its policy goals. 
In particular, the Lehman and MF Global liquidations are an indication that SIPA, 
SIPC, and the concept of the liquidation trustee work to protect customers and re- 
turn assets to them as quickly as possible in a manner that is fair and consistent 
with the law. With consideration given to modernizing elements of the statute and 
related laws and regulations, I believe the shared goal of continuing and strength- 
ening protection of investors, particularly nonprofessional investors, can be 
achieved. 

Thank you Chairman Crapo, Ranking Member Warner, and other Members of the 
Subcommittee for the opportunity to testify before you and to submit this testimony 
for the full record of the hearing. 
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Additional Material Supplied for the Record 

PREPARED STATEMENT OF RICHARD R. CHE A THAM 

September 30, 2015 

I’m a 72-year-old lawyer in Atlanta, officially retired at 1/1/2015 but still actively 
consulting with those who became responsible for my former clients. I obtained my 
undergraduate degree from the University of Virginia and my law degree from Har- 
vard. I was fully active for slightly more than 45 years in a large firm practice rep- 
resenting primarily commercial banking institutions in corporate and regulatory 
matters. 

I am also a slightly embarrassed victim of the Allen Stanford Ponzi scheme. I 
have a good excuse. My broker had and used discretionary authority. Prior to hav- 
ing a heart attack in 2007 I managed my own investments. Like many lawyers, I 
clearly see all risks and cannot bring myself to invest in anything not guaranteed 
by the full faith and credit of the U.S. Government. After the heart attack, realizing 
I might actually be required to retire, I gave discretionary authority to a contem- 
porary of mine who I trusted. He later retired and left his clients in the care of his 
two sons. Against my better judgment, I kept my account with the sons, principally 
because I had a son just starting out and empathy kept me from communicating 
or acting on a lack of confidence in youth and inexperience. Subsequently, exercising 
their discretionary authority, without any action or instruction by me, the sons sold 
$300,000 of my securities held by the Stanford SIPC insured firm and caused the 
proceeds to be transferred to the Stanford Ponzi scheme. 

Before the SEC sued SIPC I had not paid much attention to the possibility of 
SIPC coverage. I was attempting to recover my losses from my individual brokers’ 
insurance policies, an attempt so far frustrated by an injunction issued at the SEC’s 
request in the Texas Receivership proceeding. I was vaguely aware that the SEC 
had initially taken the position that SIPC did not cover the Stanford victims, but 
I had not attempted to look at the coverage issue myself 

However, shortly after the SEC filed suit, I looked at some documents in the case 
to get a feel for what was going on. I don’t recall exactly what I looked at, the com- 
plaint and answer or documents associated with some motion, but those documents 
made it apparent that SIPC was attempting to defend by creating a largely fictional 
factual scenario in which the Stanford scheme could be characterized as an invest- 
ment gone bad rather than an intentional theft. SIPC also asserted, in an effort to 
avoid the SIPA “customer” definition, that the Stanford victims had dealt directly 
with the Antiguan bank and that no funds or custody securities held by the SIPC 
member were involved. That fictional scenario characterized the subject investment 
as a CD in an offshore bank. According to that scenario Stanford securities brokers 
“counseled investors to purchase certificates of deposit from an Antiguan bank . . . 
[and t]he Antiguan bank’s CDs eventually became worthless.” 

The real facts are that the Antiguan bank was just the cover story for a massive 
Ponzi scheme theft. The CD’s did not “become” worthless. The principal shareholder 
of the SIPC insured brokerage firm was using the funds generated by his firm’s bro- 
kers (compensated by above market commissions) for personal purposes and to cover 
his prior thefts. Legally, that knowledge was imputable to the brokers who executed 
the thefts. The CDs were worthless and fictional from the get-go, just like Bernie 
Madoffs fake statements depicting fictional investments in his Ponzi scheme whose 
victims were protected by SIPC. 

To avoid the SIPA “customer” definition, SIPC’s creative “facts” assumed that 
each purchaser of the “CDs” opened an account with the offshore bank and sent a 
separate check or wire transfer directly to that bank and received a CD in return. 
The suggestion being that the transaction was wholly apart from and independent 
of the victim’s relationship with the insured brokerage firm. That was certainly not 
true in my case. I had my “self-directed IRA” at Stanford. It was moved there from 
Morgan Keegan when my brokers changed firms. The Stanford brokerage firm was 
the fiduciary custodian of my securities and funds. As with any IRA I had no direct 
control over the funds and could not write a check or direct a wire transfer from 
my account with the SIPC insured firm. Without any action on my part, my Stan- 
ford brokers caused the sale of $300,000 in my securities held by Stanford and “in- 
vested” the proceeds in the fake “Stanford CDs.” In other words Stanford, the SIPC 
member, sold my custody securities and gave the proceeds to Alan Stanford for his 
personal use. Those facts support undeniable coverage by SIPC. 

After looking at SEC/SIPC the case documents, I called Matthew Martens who 
was listed in the pleadings as the SEC’s lead counsel. The purpose of the call was 
to describe my fact situation to make the SEC aware that SIPC’s version of the facts 
was simply not true, at least for a substantial number of victims. The SEC only gets 
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one shot to force SIPC to cover claims against an insured defunct broker. If the facts 
support the claim of any customer for SIPC insurance, the SEC can force a SIPC 
receivership and let each individual customer make his/her claim. I wanted to make 
sure that the SEC knew that there were Stanford victims who did not fit within 
SIPC’s hypothetical scenario. To my surprise Martens answered the call. I told him 
who I am and fully described the facts surrounding my becoming a Stanford victim. 
I told him I thought my facts and those of other IRA beneficiaries were “perfect” 
to demonstrate that funds and/or custody securities had been delivered to the SIPC 
member contrary to SIPC’s theory of the case. He sounded appreciative and gave 
me the impression he was taking down my contact information. He assured me that 
I would receive a call from SEC staff. 

I never received a call from SEC staff. That didn’t bother me. I had just wanted 
to make sure the SEC was aware of fact patterns like mine to prevent its falling 
for the SIPC story line. I was sure that many, if not most, other victims had fact 
patterns more like mine than like SIPC’s hypothetical. 

Months later when I read the District Court’s decision I was dumbfounded by the 
description of the fact stipulation that the SEC had agreed to in the case. The stipu- 
lation simply mimicked SIPC’s creative hypothetical. Because of my conversation 
with Marten’s I knew that the SEC was fully aware that the facts it stipulated sim- 
ply were not true for all, perhaps most, of the Stanford victims, that the actual facts 
surrounding my “investment,” and I assumed many others, were inconsistent with 
the factual assumptions included in the District Court’s analysis. As a lawyer I un- 
derstood that the SEC/SIPC fact stipulation, if it became “final” in the District 
Court case, would be dispositive on the issue of SIPC insurance for all the Stanford 
victims. Stanford victims could not sue SIPC directly, only the SEC could enforce 
their congressionally created rights. Also, under the universally recognized principle 
of res judicata, the SEC only gets “one bite at the apple.” It has the right to bring 
one lawsuit to force SIPC to live up to its statutory obligations. The facts estab- 
lished in that lawsuit are binding on everyone forever. The SEC cannot bring a sec- 
ond suit hoping to prove a different set of facts supporting its claim. 

After I read the decision, I called one of the law firms representing large groups 
of Stanford victims in various class actions to encourage it to intervene in the Dis- 
trict Court case before it became final in order to contest the fact stipulation. Other- 
wise all Stanford victims would be bound by the stipulation in any efforts to recover 
their losses from SIPC insurance. The law firm, which wasn’t involved in SIPC cov- 
erage issues, didn’t seem interested. Thus, I reluctantly filed an intervention myself, 
reciting my facts and demonstrating why I believed the District Court would reach 
a different decision on “real facts” as opposed to the stipulated facts. 

I didn’t have much hope that my intervention would accomplish anything. Judges 
are understandably disinclined to question the competence or good faith of Federal 
administrative agencies. Nevertheless, the issue was critical to SIPC coverage for 
the Stanford victims. I had to try to do whatever I could. In my intervention petition 
I described my facts and made what I thought was a compelling case for a result 
different from the one Judge Wilkins reached on the stipulated facts. 

In its response to my intervention, the SEC did not really argue that I was wrong 
on the merits. It essentially conceded that my facts were materially different from 
the stipulated facts and, by implication, that my facts might result in a different 
outcome. The SEC then cynically assured the District Judge that it would review 
my facts and, if warranted, commence a new action against SIPC to force a receiver- 
ship with SIPC coverage. To me that response was an intentional misrepresentation 
by the SEC to the District Court. The SEC had known my facts for months. It did 
not need to investigate those facts. They were not that complicated. In addition, 
bringing a later action in an effort to prevail against SIPC on a different set of facts 
was precluded by res judicata. 

In my reply to the SEC’s opposition to my motion to intervene I pointed out that 
the SEC had known my facts for months and that a later action based on different 
facts would be precluded. However, Judge Wilkins never read my reply. I filed my 
reply late on Friday before Labor Day weekend. The Judge issued an order denying 
my intervention on Tuesday after the Monday holiday. As a pro se litigant I had 
to file a paper response, rather than an electronic one which would have been avail- 
able to the Judge over the weekend. The Judge couldn’t have seen my reply until 
that Tuesday. It’s not realistic to assume that the judge read and considered my 
reply and then wrote and entered on the same day an order that never mentions 
my reply. He had obviously already written the decision and was just waiting for 
the time for my reply to expire before entering it. 

I don’t blame Judge Wilkins. Then, if I were a judge and the SEC assured me 
that it would protect an intervener’s interests, I would have denied the intervention. 
Interveners are often “nut cases.” That’s especially true in cases where a 
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Government agency charged with protecting a group of citizens is acting within its 
expertise and someone mere citizen wants to add in his two cents. The District 
Judge undoubtedly believed that the SEC would and could do what it said. 

It was obvious that I couldn’t get the District Judge’s attention in the face of un- 
principled SEC opposition. I had 30 days before the decision denying my interven- 
tion became final. My only chance was to see if I could get the SEC to correct its 
false assertions. Accordingly, on September 11, 2012, I sent an email to the SEC’s 
David Mendel with a copy to Matthew Martens, as follows: 

I was not surprised that Judge Wilkins did not read my reply brief after 
both the SEC and SIPC opposed the motion. 

As I told you before, I still can’t figure out where the SEC is coming from 
in this proceeding. 

I didn’t know this when I filed my motion, but the Receiver’s Web site indi- 
cates that there were more than 1,400 Stanford Trust Company victims of 
the Ponzi scheme. Given the way the scheme operated, each of those vic- 
tims had his/er IRA with SGC. While I recognize that the IRA relationship 
with an introducing broker is somewhat ambiguous, there is little doubt 
that SGC had control over those IRA funds sufficient to meet the “entrust- 
ing” test applied by Judge Wilkins. Contrary to paragraph 3 of your stipula- 
tion, none of those victims opened an account with SIBL and none of those 
victims wrote a check or wired funds to SIBL. In each case SGC, on its own, 
transferred money from the victim’s IRA with either Pershing or J.P. Mor- 
gan and had funds wired from the custody broker to a third party bank (the 
bank recipients varied I am told). Where the funds went from there, I can 
only guess, but SGC certainly knew and I’ll bet any amount that they 
ended up in the Ponzi scheme. 

I don’t think the SEC can sue SIPC again based on a different set of facts, 
though I’m certainly open to listening to your contrary theory if you have 
one. I suspect your suggestion to the contrary convinced Judge Wilkins to 
deny my motion without even reading my reply. If I appeal Judge Wilkins’ 
order denying my motion, the Court of Appeals may overrule Judge Wil- 
kins’ denial, but the odds are against it. The Court of Appeals might, how- 
ever, be influenced by the undisputed record that my facts are true and 
leave open my claims (but perhaps not others who didn’t intervene). I don’t 
see much hope for the 1,399 other IRA victims unless the SEC moves now 
to reconsider the denial of my motion and blows the fact stipulation. 

There is some chance that the SEC can get a reversal of Judge Wilkins’ ‘en- 
trusting’ analysis, though I am doubtful in the DC Circuit. As I said in my 
reply, I agree with your conclusions. However, to me the ‘entrusting’ issue 
is a slippery slope. It sounds reasonably convincing on the stipulated facts, 
but not at all on the IRA facts. If you start your analysis with the IRA 
facts, you realize that your analysis on the stipulated facts is wrong. The 
SEC/SIPC fact stipulation starts at the bottom of the slippery slope and 
hopes that the judge will slide up. 

The SEC can minimize its exposure here by moving that Judge Wilkins re- 
consider his denial of my motion and essentially reopening the case. If the 
trial court record closes as it is there are very serious publicity and pending 
litigation risks for the SEC that you can imagine as well as I can. I’m not 
going away and this issue is not going away. I am prepared to take the 
issue as far as I can. $300,000 is a lot of money to me, and I don’t have 
time to earn it back. I’m almost 70 and have time on my hands. I’m not 
a part of any Stanford victims group and really don’t have any sympathy 
with such heavy-handedness. I don’t even know (or want to know) any Lou- 
isiana Republicans. I’m not a mindless crusader. I am a pragmatic lawyer 
who prefers solutions that are in everyone’s best interest. But, if that is 
unachievable, I can be a pig-headed lawyer who doesn’t tire easily. 

I’m on your side and, consistent with protecting the IRA victims, will do 
an3dhing to advance our common cause. 

Mendel and Martens did not reply. Not easily put off, I followed up with an email 
on September 21, 2012, as follows: 

It has been well over a week since I sent you the email below. Yet, I have 
no response. Rule imposed time limits on motions to reconsider Judge Wil- 
kins’ September 4 order denying my motion to intervene are running. My 
patience is not limited solely by my psyche. 
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I’ve reached out to you a couple of times in an effort to commence a dia- 
logue about ways we might achieve common goals without acrimony. I rec- 
ognize that my motion to intervene could be interpreted as critical of your 
competence and/or good faith. My initial assumption has been that your 
agreement to the fact stipulation was an innocent mistake. I know you are 
both very busy. We all make mistakes, particularly in matters that are low 
on our priority lists. 

Because the SEC initially decided not to bring this action, it has been as- 
serted that the SEC only did so in response to political pressure. In that 
context, I can understand the SEC’s possible ambivalence about the out- 
come. Politicians will claim credit if the suit is successful, and if you lose, 
the SEC’s initial reluctance will appear more credible. I am sure that am- 
bivalence impacts the SEC’s priorities and your consequent attention to this 
litigation. 

I understand your reluctance to begin a dialogue. If I were you, I would pre- 
fer that I just fade away. But, I won’t. There is a possibility that no one 
will notice anything I file with the courts and that you will not be embar- 
rassed by it. Given the emails I’ve received from Stanford victims I’ve never 
heard of, I doubt that. I do not intend to file an3d;hing embarrassing to you 
unless you force my hand. 

At page 5 of your memorandum in opposition to my motion to intervene, 
you made the following statement: 

‘None of this is to say that there is no opportunity for Mr. Cheatham’s situ- 
ation to be addressed under SIPA. Consistent with SIPA, the Commission 
will consider Mr. Cheatham’s factual situation, investigate his claims as 
necessary, and, if the Commission deems it appropriate, refer the facts to 
SIPC for appropriate action, including potentially a liquidation proceeding.’ 
That statement, based on my understanding of the law, is materially mis- 
leading in that it fails to disclose that even if the SEC took the action speci- 
fied, unless the SEC prevails in this action based on the stipulated facts, 
SIPC could (and undoubtedly would) summarily deny any recommendation 
with respect to my claim by the SEC. If so, the SEC could not sue SIPC 
to overturn that summary denial. SIPC’s success in this action would pre- 
clude any subsequent action by the SEC to seek the same remedy under 
principles of res judicata without regard to any differences between my 
facts and the SEC/SIPC stipulated facts. 

Based on the foregoing misleading representation by the United States of 
America Government agency with principal responsibility for the protection 
of investors and the assurance of securities market integrity, I would have 
done exactly what Judge Wilkins did and denied my motion to intervene. 

I have asked you to provide me with whatever support you have that dem- 
onstrates the truth of your statement. You have not. 

In my view, if your statement about your future ability to protect my inter- 
ests and those of others similarly situated is not supportable, you are le- 
gally required to so inform Judge Wilkins. 

Again I received no response. Undaunted, I sent another email to Mendel and 
Martens, this time simply directing them to the page at the DC Bar’s Web site set- 
ting out its ethics rule 3.3: 

Rule 3.3 — Candor to Tribunal 

(a) A lawyer shall not knowingly: 

(1) Make a false statement of fact or law to a tribunal or fail to correct a false 
statement of material fact or law previously made to the tribunal by the 
lawyer, unless correction would require disclosure of information that is 
prohibited by Rule 

1.6; [3] Legal ar^ment based on a knowingly false representation of law con- 
stitutes dishonesty toward the tribunal. A lawyer is not required to make 
a disinterested exposition of the law, but must recognize the existence of 
pertinent legal authorities. Furthermore, as stated in subparagraph (a)(3), 
an advocate has a duty to disclose directly adverse authority in the con- 
trolling jurisdiction that has not been disclosed by the opposing party and 
that is dispositive of a question at issue. The underlying concept is that 
legal argument is a discussion seeking to determine the legal premises 
properly applicable to the case. 
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Finally, a response from Martens: 

We received your emails of September 11, September 21, and October 1, 
2012. While we are aware of your disagreement with our litigating posi- 
tions, we stand by the briefs filed and the stipulations entered into by the 
SEC in the SIPC matter. The stipulations are a fair representation of the 
facts as we understand them. We do not think that your particular cir- 
cumstances, as described in your communications with us and in your Dis- 
trict Court filings, change our analysis of the proper litigation posture for 
this case. And, for the reasons stated in our response to your motion to in- 
tervene, we do not think you met the appropriate standard for intervention 
in the District Court. 

That said, SEC staff are gathering relevant records that pertain to you so 
that a determination can be made as to whether to refer your set of facts 
to SIPC for appropriate action. We are unaware of conclusive authority (nor 
have you cited any such authority, even in your Reply brief) that would 
foreclose the SEC from seeking additional action from SIPC with regard to 
holders of SIBL CDs on a materially different set of facts. If there is a res 
judicata defense that might be lodged against such a second effort, we do 
not think that we misled the Court in any way with respect to the potential 
existence of such a defense. 

We understand your frustration with the outcome in the District Court. 
However, we disagree with your suggestions that I or other SEC attorneys 
have not met our professional responsibilities in this matter. 

Another lie: “The stipulations are a fair representation of the facts as we under- 
stand them.” The statement that there is no “conclusive authority” that res judicata 
would bar a subsequent action is a bit more subtle. It is possible that the U.S. Su- 
preme Court could hold that the SEC’s action against SIPC is an exception to the 
time honored principle of res judicata, but the odds against that are more than a 
million to one. I am not aware of any exception to the principles of candor that ex- 
cuses probable lies that are not “conclusively” false. Finally, the SEC was not “gath- 
ering relevant records” that pertained to me. I had many of those records and was 
never asked for them by the SEC. 

I was virtually certain that the Court of Appeals would affirm Judge Wilkins’ de- 
cision based on the SEC/SIPC fact stipulation. It was obvious to me that the SEC 
legal staff had been totally captured by the securities industry. It did not surprise 
me that Martens soon left the SEC to join WilmerHale where he represents the in- 
dustry. He probably made more than my $300,000 in his first 3 months, but it will 
be a long time before he earns more than was lost by the other 1,399 Stanford IRA 
customers he shafted. 


PREPARED STATEMENT OF LAURENCE KOTLIKOFF 

Senate Committee on Banking, Housing and Urban Affairs Field Hearing 
Baton Rouge, Louisiana 

August 3, 2015 

Mr. Chairman, I deeply appreciate your invitation to participate in this hearing 
of the Senate Committee on Banking and Urban Affairs to review the performance 
of the Securities Investor Protection Corporation (SIPC) following the failure of 
Stanford Group Company (SGC), the SIPC member broker-dealer, which played a 
strategically important role in Allen Stanford’s massive fraud by which he stole the 
investment deposits of some 8,000 customers for his private, personal use. 

Like most Americans who place funds with a federally registered brokerage firm 
for investment in national and international equity and debt securities, I had paid 
little attention to the performance of SIPC in its administration of the Securities 
Investor Protection Act of 1970 (SIPA), assuming the advertised protection of up to 
$500,000 per account would be readily available should the failure of your broker 
occur. However, the failure of Bernard Madoffs firm following his confession of 
Ponzi fraud — in which I personally know victims who suffered serious financial loss, 
with no help from SIPC — opened my eyes to the unsettling and shameful reality of 
SIPC’s quick recourse to self-preservation mode. 

If there were any lingering doubts as to self preservation being SIPC’s prime mo- 
tivation for its decisionmaking, they should be put to rest by its obstinate refusal 
to initiate a liquidation in the Stanford Financial Group fraud — capped by its arro- 
gant judicial challenge to the directive from its plenary oversight authority, the Se- 
curities and Exchange Commission (SEC). 



78 


Certainly many of your colleagues, with constituencies untouched by either of 
these massive Ponzi frauds, simply have not acquainted themselves with the extent 
of SIPC’s departure from the congressionally intended objectives of SIPA in 1970. 
That legislation was the product of earnest cooperation and constructive negotiation 
between the securities industry’s leadership and the Congress with the active par- 
ticipation of the Nixon Administration’s Treasury Department and the SEC. The 
statute was enacted in response to a rash of broker-dealer failures in order to boost 
investor confidence. 

Today, no investor can be confident their assets are protected by SIPC as Con- 
gress intended when SIPA was enacted. 

Senator Vitter, I commend you for holding this field hearing to build a record to 
educate your colleagues. I also commend the esteemed Chairman of the Senate 
Banking Committee, Senator Richard Shelby, for authorizing you to do so. It is vi- 
tally important for the national public to understand how SIPC’s flawed administra- 
tion of SiPA has denied the customer-victims of Allen Stanford’s fraud the protec- 
tion from total financial loss they have rightfully expected. As you well know, the 
personal suffering of your own constituents is a direct consequence of SIPC’s nar- 
row, hyper-technical perspective of its mission under SIPA’s remedial provisions. 

It is also vitally important that the public and your colleagues in Congress have 
a clear understanding of SIPC’s misguided conduct and likewise the remarkably er- 
roneous judicial decisions that have affirmed SIPC’s actions — or in the Stanford 
case — glaring inaction. 

It is absolutely beyond dispute that the preeminent congressional objective in the 
passage of SIPA was to bring stability to the national securities markets through 
the restoration — and then maintenance — of the general public’s confidence in par- 
ticipating as investors in equity and debt securities. Maintaining that public con- 
fidence is even more important in 2015 than it was 1970 because of the exponential 
growth of the rank and file investors who participate in the securities market as 
a means of building a secure financial future. 

It should be duly noted that SIPA was enacted as an amendment to the Federal 
securities laws and not as an amendment to the Federal Bankruptcy Act. Not only 
did SIPA establish a special liquidation process for failed SEC-registered and regu- 
lated broker dealer firms, but it included special provisions not available in a tradi- 
tional bankruptcy liquidation administered under the U.S. Bankruptcy Code. These 
provisions were specially designed to maintain public confidence in securities invest- 
ment and, thereby, stabilize the structure of our capital markets by giving priority 
to broker-dealer customer claims over all other unsecured creditors in the liquida- 
tion process. 

The three most unique and critical features of SIPA that differentiate a SlPC-ad- 
ministered liquidation from a traditional bankruptcy proceeding are: 

(1) The SIPC Fund, capitalized by annual assessments of the securities firms, 
which provides a resource for mitigating losses not recoverable from the debtor’s es- 
tate up to a cap of $500,000 per customer account; 

(2) “Customer property,” a privileged division of the debtor’s estate, with 
prioritized claims allocations placing the brokerage firm’s customers ahead of all 
other unsecured creditors; and 

(3) Repeated directives throughout the statute for promptness in actions for proc- 
essing customer claims, due to the significant disruption to the financial affairs of 
individual customers. 

For SIPA to fulfill its priority objective of maintaining public confidence in our 
securities markets, it is essential for SIPC and the Federal courts to be attentive 
to giving effect to these special features that are provided for in the unique liquida- 
tion proceedings administered under SIPA. Conflating SIPA’s unique provisions, 
which are utterly separate from those of a traditional bankruptcy proceeding, is con- 
trary to the very spirit in which SIPA was enacted. 

Yet that is exactly what SIPC has done, and it has done so in the name of self- 
preservation — at the expense of innocent brokerage customers who entrust their 
savings to a SIPC-member firm. 

SIPC’s principal, self-serving misapplication of SIPA in the Stanford case was 
most evident in its abuse of discretion in its interpretation of the term “customer.” 
SIPC chose to dance on the head of a pin by advancing legal arguments that gave 
credibility to a fraudulent shell company organized under the laws of Antigua and 
Barbuda, Stanford International Bank (SIB), rather than accepting the factual find- 
ing of U.S. Federal courts that landed Allen Stanford in prison with a 110-year sen- 
tence and a $6 billion forfeiture fine. 
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By not recognizing the Stanford fraud as a closely controlled, unified scheme in 
which SGC served as the engine of a massive scheme created solely to misappro- 
priate customer funds, SIPC was able to argue that the SIB CD investors were not 
SGC customers. SIPC, in its self-preservation mode, shockingly made legal argu- 
ments in direct conflict with the factual findings in numerous judicial proceedings 
in the District Court for the Northern District of Texas, and affirmed by the Fifth 
Circuit Court of Appeals. 

Instead of accepting the findings of the other Courts, SIPC argued the legitimacy 
of SIB, and insisted it was a completely separate entity from the SIPC-member, 
SGC. By making this argument, SIPC had found its loophole to deny protection to 
investors whose funds were stolen by the owner of one of its member firms. SIPC 
determined those investors were SGC clients, but not its “customers” under SIPA, 
which SIPC astonishingly deemed a “statutory term of art” Congress used when en- 
acting SIPC’s singular guiding statute — SIPA. The SEC, in the true spirit of SIPA, 
disagreed. 

Allen Stanford owned and controlled the Stanford Financial Group of Companies, 
which included numerous corporate entities, including SGC and SIB. The U.S. 
Courts all the way up to the Supreme Court had already determined and/or ac- 
knowledged that All of Stanford entities operated as one unified, fraudulent enter- 
prise operating out of Houston, Texas. SIPC disagreed. 

While the District Court overseeing the Receivership proceedings of the Stanford 
entities determined that corporate disregard doctrine applied to SIB because, “It 
would defy logic and run afoul of equity to treat a fictitious corporation as a real 
entity.” But SIPC was not looking to see the logic. 

The Receivership Court stated, “This Court will not engage in semantics that ob- 
fuscate the purpose of the statute” (in this instance, the Chapter 15 provision under 
the U.S. Bankruptcy Code). SIPC deemed itself a higher authority than the Receiv- 
ership Court, and chose to engage in semantics in order to obfuscate the purpose 
of its guiding statute. 

The Receivership Court determined that “not aggregating the entities . . . would 
perpetuate an injustice.” SIPC chose to perpetuate an injustice. 

SIPC found none of the factual findings in dozens of civil litigation proceedings 
related to the liquidation of the Stanford estate to be persuasive. Instead, SIPC re- 
fused to accept the holistic view of Stanford’s fraudulent enterprise and remained 
adamant in its refusal to initiate a liquidation of SGC, the broker-dealer entity, with 
which all U.S. purchasers of the SIB CDs were obligated to sign customer agree- 
ments. 

Faced with an implacably negative SIPC, customers of a failed broker-dealer such 
as SGC have only one avenue of recourse to have their cause reviewed by a Federal 
court — and that is to petition the SEC. The Stanford Victims Coalition (SVC), to its 
great credit, refused to surrender to SIPC’s arrogant obstinacy to recognize the facts 
in the Stanford case. The SVC generated thousands of pages of documentary evi- 
dence of the pivotal role played by the SIPC-member broker-dealer in the conduct 
of the fraud. With strong support from more than 100 Members of Congress, led by 
you, Senator Vitter, and Senator Cassidy, the SEC agreed with the view of Federal 
District Court that the Stanford fraud had to be viewed as a singular entity that 
acted through its most logical and obvious pubic interface — SGC, the SIPC-member 
broker dealer. By obliging prospective investors to re^ster as customers of SGC, 
Stanford was assured that a sales force of FINRA Registered Representatives who 
would have direct access to wield their sales magic (and of course to be compensated 
generously from the customers’ deposited funds). 

Using its express authority under SIPA, which gives unquestioned vitality to 
SEC’s role as plenary oversight authority over SIPC, the SEC Commissioners voted 
to direct SIPC to initiate a SIPA liquidation of SGC. After months of fruitless dis- 
cussion with SIPC and its appointed Board, the SEC turned again to the statute 
and applied to the Federal District Court in the District of Columbia for an order 
in support of its directive for SIPC to initiate a liquidation of SGC. This marked 
the first time in the 44 years of SIPA’s history that the SEC had felt compelled to 
exercise this extraordinary power in its oversight authority. 

The next chapter of this inconceivable saga should surely infuriate a preponderant 
majority in the Congress, and awaken all to their sworn obligation to ensure that 
the intent of the Congress — most particularly in remedial statutes such as SIPA — 
is faithfully fulfilled by those charged with administrative responsibility. In an act 
of indescribable arrogance and disobedience, SIPC refused to comply with the SEC’s 
directive and formally contested the SEC’s application for an order enforcing its di- 
rective to SIPC. The SEC had no choice but to invoke its legislative authority to 
initiate an enforcement action against SIPC by filing a lawsuit for its blatant failure 
to discharge its obligations under SIPA. 
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Regrettably, SIPC’s insolent and irresponsible performance in this case has been 
eclipsed by decisions of both the District Court and the Circuit Court of Appeals for 
the District of Columbia upholding SIPC’s legal challenge and denying the SEC’s 
application for a Court order to enforce its directive to SIPC. The two Courts take 
different interpretive reasoning to reach the same indefensible conclusion. What 
their decisions have in common, other than outcome, is the application of SlPC-ma- 
nipulated interpretations of SIPA that are completely devoid of logic and common- 
sense. Both decisions benefited from an inexplicable trial-level error by SEC counsel, 
by entering into a stipulation of facts, which erroneously asserted that SGC cus- 
tomers had direct contact with SIB and made their payments directly to SIB. The 
reality is that the contact was exclusively with SGC, and payments were executed 
on SGC’s instruction. 

It is vitally important for the Congress to understand the faulty interpretive rea- 
soning of each Courts — particularly so because the Circuit Court’s decision is now 
the current controlling case law concerning the extent of the authority granted by 
the Congress to the SEC in the oversight of SIPC’s operations. Beginning with the 
District Court, it devoted most of its interpretative efforts to a determination of the 
standard of proof, which the SEC must meet to obtain the Court order enforcing 
its directive to SIPC. Since the SEC’s request was unprecedented, there was no 
guiding case law, and SIPC used that reality to its advantage. Was the standard 
to be based on “probable cause,” the standard applicable to SIPC applications to ini- 
tiate SIPA liquidation? No, the Court decided that “due process” required a sterner 
burden, namely, “a preponderance of the evidence.” It reached that conclusion by 
reasoning that since SIPC is a private entity funded by private firms, it should be 
accorded the same “due process” applicable to other private parties within the SEC’s 
regulatory ambit — for example, a securities firm facing an enforcement action for al- 
leged violation of the Federal securities laws. Even one trained in the “dismal 
science” rather than the law might conclude that the Court’s reasoning doesn’t pass 
the “apples and oranges” test. But that tortured reasoning, coupled with the SEC’s 
stipulation blunder, was enough for the District Court to deny the SEC’s application 
and effectively neuter the SEC’s directive to its subsidiary agency. 

The SEC took the matter to the Circuit Court of Appeals. Certainly this Court 
would see the folly of the District Court’s analysis. And it did, but it also conjured 
a folly of its own. It didn’t bother with the “standard of proof” issue. Moreover, it 
seemed to embrace the unified enterprise view that within Stanford’s controlled em- 
pire, all of its parts were essentially interchangeable. But what appeared to be an 
enlightened view suddenly darkened when the Court embraced an equitable theory 
of consolidation by which a customer’s legal relationship with the SIB as a CD hold- 
er is transferred to the broker-dealer, SGC. This finding opened the door for SIPC’s 
back-up legal argument. 

SIPC argued that “if’ equitable consolidation was considered by the Court, the 
fact the CDs were “debt instruments” — as many securities are — the CD investor was 
“lending” money to the SIB; and therefore a claim with SIB for debt owed to its cus- 
tomers would be equivalent to a claim for SGC’s debt — triggering a rarely used cus- 
tomer exclusion provision under SIPA which restricts claims that are for the for the 
overhead of the broker dealer. This exclusion was created in an amendment to SIPA 
to address claims for creditors who intentionally loaned funds to a brokerage firm 
that then became insolvent. Basically, the amendment to create this particular cus- 
tomer exclusion was to maintain the priority status a SIPA liquidation affords to 
investors who purchase securities from a brokerage firm over creditors who became 
a part owner of the firm — in other words, to protect those who invested WITH a 
brokerage firm, rather than IN a brokerage firm. By the way, SIPC advanced this 
same legal argument in at least three other very similar cases, which three different 
Circuit Courts deemed an invalid argument because — just like in the SIB CD pur- 
chasers — the customer’s expectation was they were purchasing securities, not lend- 
ing their money to their broker. Buttressing that argument three different times in 
three different cases didn’t stop SIPC from making a last-ditch attempt to shun its 
obligation to protect investors. Such legal jabberwocky is adored by SIPC and its 
hired counsel, who make millions of dollars in profit in order to further SIPC self- 
preservation culture. Customer perspective and reasonable expectations be damned, 
it is what works for SIPC that counts. 

At the end of all the excuses, which did pan out for SIPC merely because it out- 
lawyered the SEC, SIPC protection for securities investors cannot possibly deliver 
the confidence-building benefits contemplated by the Congress because investors are 
subject to highly technical rules and exclusions never intended when SIPA was en- 
acted. Such an approach destroys the remedial purposes of the statute. 
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Additionally, Congress never intended to give legislative deference to a non-Gov- 
ernment authority over the SEC. The result is SIPC operating above the law with- 
out regard for the intent of the remedial statute that created the organization. 

Senator Vitter, I like to believe that our elected representatives much prefer com- 
monsense over arcane legal theories. If I’m correct, then you and your colleagues 
will conclude that a Congress which, in drafting the SIPA, made repeated calls for 
prompt action would not give the SEC the express authority to direct SIPC to ini- 
tiate a liquidation — then turn on a dime to give SIPC the right to challenge that 
directive. Such an inconsistency is sharply at odds with the intent for SIPA liquida- 
tions to proceed with promptness in order to protect investors and facilitate investor 
confidence. Moreover, it is highly destructive of the SEC’s legal authority as plenary 
overseer of SIPC. 

In conclusion. I’d like to express my strong support for S. 67: The Restoring Main 
Street Investor Protection and Confidence Act of 2015, which you have introduced 
in the Senate as a companion to the legislation authored in the House of Represent- 
atives by Congressman Garrett and Congresswoman Maloney, the Chairman and 
Ranking Member of the House Subcommittee on Capital Markets and Government 
Sponsored Enterprises. Passage of this legislation is urgently needed in order for in- 
vestors across this country to be protected not only from thieves like Stanford and 
Madoff, but also from SIPC. Until Congress acts to restore the confidence building 
purposes of SIPA and to rectify the deeply flawed decision of the Second Circuit in 
the Madoff case and the equally problematic decision of the DC Circuit Court of Ap- 
peals in the Stanford case. Until then, the rank and file investor must be made 
aware of their own Government’s lack of authority to force SIPC to protect their 
missing assets if their brokerage firm becomes insolvent. These investors must also 
keep in mind what level of protection covers his or her account if their brokerage 
firm fails and SIPC and its Trustee are permitted to value their Net Equity after 
the fact by using an absurd cash-in minus cash-out methodology Madoff customers 
have been stuck with. 

Regrettably, until your legislation is enacted, that is the very real uncertain state 
of affairs confronting American investors. I earnestly hope that you and Chairman 
Shelby and your original co-sponsor from the 113th Congress, Senator Schumer will 
begin serious discussions among yourselves and with the co-sponsors of the House 
companion legislation, H.R. 1982, aimed at moving the legislation. It is my sincere 
belief that SIPC’s misguided administration of SIPA and the Circuit Courts of Ap- 
peals’ decisions affirming SIPC’s actions pose a very real threat to U.S. investors. 
And the victims of the Madoff and Stanford frauds, numbering a total of over 10,000 
innocent account holders including thousands of your own constituents here in Lou- 
isiana — most of whom are at, or near, retirement — have suffered for 6 years waiting 
for a just resolution of their victimization by SIPC. Please awaken your colleagues 
to their plight. Thank you again for this public hearing. 



